bade. Sc Si 
OF MICHIGAN 


NOV 16 {960 


The BANKEN 
LAW JOURNA 


ESTABLISHED 1889 











VOLUME 77 OCTOBER, 1960 NuMBER 10 








INSURANCE AGAINST CHECK FORGERY 0000000000000 817 


Banks Not Liable Where President and Sole Shareholder Used 
Corporate Funds for Non Corporate Purposes ......................00++- 859 


State Law Determines Whether Property Interest Exists to Which 
SE SHUT WINNS RINE PUI iicaiiiadstcciceceneisenssicpicpsctiseemninnutssidnabesona 866 


Exculpatory Words in Bank’s Stop-Payment Form Binding on De- 
positor Even Though Bank Would Accept No Other Form .... 872 


National Bank Retains Former Identity as State Bank for Purpose 
of Qualifying Stock as Legal Investment ~..............0......:.0.0000000+ 875 


Bank Not Liable for Failing to Reveal Existence of Chattel Mortgage 883 


I a al 888 
Banking Legislative Trends in the States ..0...........0...........cccceccseceeeseseeeee 890 
Trust and Estate Tax Decisions ............... seecnentnnssennessineensemenasencenestesne 897 
SI nscale i tl chhlieiesetaadueissaiae 900 


For complete table of contents see page ii 


pn en tn a 


ne ~ a a 
el a EE 





HOW TO AUDIT 
A BANK 


By MARSHALL C. CORNS 


HIS new book is a practical guide to bank auditing 

routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 
way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president, 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 
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BANK MANAGEMENT 


By WALTER KENNEDY 
President, First National Bank, Montgomery, Ala. 





A comprehensive guide on sound principles, policies and pro- 
cedures in all the functions of a commercial bank. For the first 
time a concise book has been prepared for bank executives, and 
those who aspire to become executives, which discusses the functions 
of a bank from the viewpoint of the Chief Executive. It is a book 
for the generalist who is concerned with the over-all responsibility 
of bank management and also for the specialist in one or more 
phases of banking who desires to have a sound understanding of the 
major activities of bank work, outside his own field. 


A practical reference manual based on many years of actual 
executive administrative and operating experience. 
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by Mayo A. Shattuck and James F. Farr 


including for the first time a collection 
of annotated forms of wills and trusts 


The first edition of this book has 

been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 
ning. 
The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will | revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 


Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
os The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 


Practical answers to questions relating to — use of life insurance @ insurance 
options ®@ business insurance trusts @ key man insurance @ use of wills in family and 
business plans @ wil provisions @ revocable trusts @ selection of trustees @ trustee's 


management powers ® prudent man investment rule @ accountings @ taxation of re- 
vocable and irrevocable trusts, of life insurance, and of powers of appointment @ the 
marital deduction @ drafting @ what state laws apply to trusts @ death of major 


stockholders @ and many other topics. 
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Insurance Against Check Forgery 


E. Allen Farnsworth® 


The word “check,” which was first applied in the eighteenth 
century to what is now the commonest kind of negotiable instru- 
ment, is said to have derived from the name of the counterfoil 
used to check forgery.’ This derivation is understandable, since 
forgery probably began to plague those who dealt with checks 
soon after checks were first used in commerce some three hun- 
dred years ago.” The annual toll due to bad checks in this 
country, where roughly ninety per cent of all payment is by 
check has in recent years been the subject of conflicting calcula- 
tions, ranging from $25,000,000 to over $500,000,000 a year.’ 
Estimates vary because of the difficulty of collecting data and 


* Professor of Law, Columbia University. The author wishes to acknowledge the 
research assistance of Mr. Alvin Madow of the class of 1960 on portions of this article 
and the help of those businessmen and lawyers whose generous contributions are 
evident on these pages. 

Reprinted with the permission of the editors of the Cotumpia Law Review 
published by the Columbia University, New York, 27, N. Y. 

1 Hotpen, History oF NEGOTIABLE INSTRUMENTS IN ENGLIsH Law 209 & n.l 
(1955); 2 Murray, A New Encuisn Dictronary 320 (1893). 

* Although printed checks were not used until the latter part of the eighteenth 
century, Holden reproduces a check from as early as 1659. See Howpen, op. cit. 
supra note 1, at 206-10. The first organized ring of check forgers is said to have 
been that of James Townsend Saward, called Jim the Penman, an English barrister 
whose thirty-year avocation was ended by his conviction in 1857. Sec Ruopes, THE 
Cnrart or Forceny 204-18 (cheap ed. 1937). 

3The $25,000,000 estimate is in Baum, The Big Plum in Forgery, American 
Bankers A. Protective Bull., March 1955, p. 1, and includes “forgery” of other instru- 
ments as well as checks. Mr. George Hottendorf, Deputy Manager of the American 
Bankers Association, writes that were he to estimate this figure for 1960 it would be 
approximately $50,000,000. Letter to the author, Jan. 29, 1960. In 1958 The Surety 
Association of America gave the total of net losses incurred (including claim and 
salvage expense) for all reporting companies on Clause D for commercial banks as 
$2,118,300, and banks bear only 5%-10% of the total loss. See note 59 infra; Surety 
Ass’n of America, Fidelity, Surety and Forgery Countrywide Classification Experience 
—All Reporting Companies—Calendar Year 1958, at 1. In contrast, a survey conducted 
by The Todd Company Division, Burroughs Corporation, a manufacturer of checks 
and check protective equipment, showed check fraud to total $450,000,000 for 1955 
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because of differences as to what kinds of bad checks were to 
be included and whether allowance was to be made for resti- 
tution from the wrongdoer.‘ But whatever the correct figure, 
the allocation of this loss has been a continuing concern of 
bankers and businessmen, has played a role in shaping attitudes 
and practices with respect to checks, has long intrigued com- 
mentators, and has produced a substantial body of case law.* 


Of the various goals for allocation that have been proposed, 
two are worthy of brief notice at the outset. The first is that the 
rules relating to forged paper should serve a cautionary func- 
tion, by encouraging precautions on the part of those who 
might prevent or detect forgery, and that they will thereby 
help diminish the total loss.* Opinions differ with regard to 
the potency of the existing rules in inducing precautions and 
the efficacy of the precautions in reducing the loss, but it would 
be hard to deny that the rules have some prophylactic effect. 
The second proposed goal for allocation is that the rules should 
be designed to spread the risk of loss as widely as possible 
among those who benefit from the use of checks. And since 
insurance against forgery may be an effective means of spread- 
ing this risk, it has been argued that the loss should fall on the 
one who can reasonably be expected to procure such insurance." 


and $535,000,000 for 1956. The difference is due in part to the fact that this survey 
appears to have included no-account checks and to have been based not on ultimate 
loss but on the total face value of the checks, regardless of whether there was restitu- 
tion from the forger. On the ratio of no-account to forged checks, see note 58 infra. 
Beutel hazards a “pure conjecture” based on his study of check fraud in Nebraska 
that the total loss in the United States in 1954 was about $44,000,000 including 
overdrafts and no-account checks. In Nebraska the annual loss per capita was about 
$.38 per year. BeuTEL, SoME POTENTIALITIES OF EXPERIMENTAL JURISPRUDENCE AS 
a New Brancn oF Socrat Science 264-65 & n.6 (1957). For an estimate of 
$2,500,000 annual loss from forgery of United States government checks, see Note, 
66 Yate L.J. 1107 (1957). 

4 See the figures on salvage under forgery bonds in note 71 infra. 

5 The Sixtn Decenniat Dicest (1946-1956) contains cighty-seven such cases 
involving forged and unauthorized signatures and alterations. The total amount in 
controversy (based on seventy-seven cases) was only $1,282,000. 

6 For discussion of bases for the allocation of loss see Comment, 62 YALE L.J. 417 
(1953); 58 Cotum. L. Rev. 899 (1958). 

7 See Corker, Risk of Loss from Forged Indorsements, 4 Stan. L. Rev. 24, 31 
(1951); Kessler, Forged Indorsements, 47 Yaue L.J. 863, 896 (1938); Comment, 62 
Yate L.J. 417, 435-38 (1953). This theme is, of course, a familiar one in the law 
of torts. For a brief summary see Keeton, Conditional Fault in the Law of Torts, 
72 Harv. L. Rev. 401, 405-07 (1959), and for a discussion at greater length see 2 
Harper & James, Torts §§ 13.1-.7 (1956). 
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But forgery insurance is only fifty years old,* so it is a fact of 
history that this reasoning has played no part in the develop- 
ment of the basic rules, most of which had matured by the 
beginning of this century. Since that time, except for the 
Uniform Commercial Code, the significant legislation in the 
field of negotiable instruments has been initiated by bankers,” 
who are understandably unenthusiastic about a rationale that 
points to banks as prime risk-spreaders. And for the most part 
it is the traditional rules for allocation of loss due to forgery 
that have been incorporated, with minor changes, into the 
Uniform Commercial Code. 


It is not the design of this article to mount a critique of 
these rules, but instead to inquire into the extent of the insur- 
ance available against check forgery, the nature of the risk 
that is insured, and the issues that such insurance has raised 
in the courts, to determine how well forgery insurance meets 
the challenge of providing effective protection under existing 
law, including the Uniform Commercial Code. Since little has 
been written on the subject of forgery insurance, it may be 
well to begin with the growth of the institution that is respon- 
sible for this kind of protection—the corporate surety. 


I. DEVELOPMENT OF FORGERY INSURANCE 


Although records of suretyship go back almost five thousand 
years,” corporate suretyship is hardly a century old.’ An at- 
tempt had been made in London as early as 1720 to organize 
a company of bond clerks, but the first successful corporate 


8See note 28 infra and accompanying text. 

9 Examples are the Bank Collection Code, the Fictitious Payee Act, the Deferred 
Posting Statute, the Forged or Raised Check Statute, and the Slander of Credit Act, 
all recommended by the American Bankers Association. 

10 The early history of suretyship, beginning about 2750 B.C., is discussed in 
Morgan, The History and Economics of Suretyship, 12 Connery L.Q. 153-62 (1927). 
Suretyship is referred to a number of times in the Old Testament. The most popular 
quotation among students of the subject appears to be: “He that is surety for a 
stranger shall smart for it: and he that hatcth suretyship is sure.” Proverbs 11:15. 

11 For a thorough discussion of the history of corporate surctyship see Morgan, 
supra note 10, at 487-96. See also BAckMAN, Sunety Rate-Maxinc 1-4, 92-98 
(1948); Crist, Conronate Sunetysmr 1-6, 174-77, 391-93 (2d ed. 1950); Lunt, 
Surety Bonps 3-4, 13-19 (rev. ed. 1930); MackaLt, Tne Principces oF Sunety 
Unvenwnitinc 4-9 (6th ed. 1951). 
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surety did not come into existence until 1849, when the Guaran- 
tee Society of London was formed to write fidelity bonds. In 
the decade that followed, several other companies were organiz- 
ed to engage in the business of corporate suretyship, which ex- 
panded into other lines, such as contract bonds, and which, by 
1875, was firmly established in England. Corporate suretyship 
in the United States, however, was soon to outstrip its English 
forebear. 


The first successful corporate surety on this continent was a 
Canadian corporation, the Guarantee Company of North Ameri- 
ca, which was organized in 1851, commenced business in Cana- 
da in 1872, and was authorized to do business in New York in 
1881."* In 1879 New York enacted a statute authorizing the 
formation of fidelity insurance corporations,” and the first suc- 
cessful American company, which is now the Fidelity and Cas- 
ualty Company of New York, began to write fidelity insurance 
in that year under the name of the Knickerbocker Casualty Com- 
pany. In 1881 the New York legislature passed an act authoriz- 
ing the acceptance by state officials of a corporate surety where 
a bond was required or permitted by law,‘ and soon other 
states and the federal government took similar action.” New 
companies came into existence, and by the turn of the century 
corporate suretyship had assumed major proportions in this 


country. 


At first the companies set their own rates in free competition. 
However, unrestrained rate-cutting became so ruinous that in 
1908, shaken by the financial panic of the preceding year and 
under pressure from state insurance departments and the 
federal government, thirteen companies joined together to form 
The Surety Association of America, which has since grown to 


12 The first surety company on this continent was the Fidelity Insurance Com- 
pany of New York, which was incorporated under a special act of the legislature 
passed on April 7, 1865 (N.Y. Laws 1865, ch. 323) for the purpose of insuring the 
fidelity of persons holding positions of trust, and which commenced business on 
April 7, 1866. However, it was not successful and ceased writing policies after less 
than a year. 

13 N.Y. Laws 1879, ch. 485. 

14.N.Y. Laws 1881, ch. 486. 

15 The federal statute was part of the Corporate Surety Act of Aug. 13, 1894, 
ch. 282, § 1, 28 Stat. 279. 
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eighty members and twenty-nine subscribing companies. Among 
its purposes were the standardization of rates and of bond forms, 
the establishment of uniform procedures, and the encourage- 
ment of cooperation among member companies.’* Most of 
the major corporate sureties became members of the Associa- 
tion, which set up committees to fix rates for different classes of 
bonds. In 1909, however, it was decided to turn over the rate- 
making function to an independent agency, and Rutherford H. 
Towner, who had served as chairman of several of the Associa- 
tion’s committees on rating, organized the Towner Rating 
Bureau. He operated the Bureau as a proprietorship until 
1938, when, upon his retirement, it was incorporated. In 1947 
it was merged into the Association, which assumed its functions 
and is now the rating organization.’ Quite possibly the elimina- 
tion of competitive rate-making helped to turn the attention of 
surety companies to the development of more attractive terms 
and new coverages such as those to be discussed.’* However, 
while in some fields members and subscribing companies may 
write their own contracts, they are required to use the forms 
for forgery insurance that have been standardized by the As- 
sociation. Independent companies are, of course, free to choose 
their own forms. 


In spite of the technical distinction between suretyship and 
insurance, corporate sureties are governed by the insurance 
laws, generally use the same agents as do insurance companies, 
and write lines that involve insurance as well as suretyship. 
Three of these lines offer protection against check forgery: fi- 
delity bonds, bankers blanket bonds, and depositors forgery 
bonds. 


16 For some details of the events leading up to the formation of the Surety 
Association of America, see BACHMAN, op. cit. supra note 11, at 92-103; Frrzpatnick 
& Buse, Firry Yeans or Sunetysmir AND INSURANCE 57-70 (1946); Sunetry Ass’N 
OF AMERICA, PROFILE OF A MopEenNn TRADE ASSOCIATION 1-6. 

17 Rates are published in Surery Association oF AMERICA, RATE MANUAL OF 
Fiwetity, Forcery anv Surety Bonps. Summaries of rates may be found in the 
discussions of the various policies in the Fire Casualty & Surety Bulletins, Casualty 
and Surety Section, published by the National Underwriters Co. [hereinafter cited as 
F.C. & S. Bull.]. 

18“Corporate suretyship in the decade 1922-1931 developed remarkably as re- 
gards volume, variety and value to the public. While in 1921 about thirty companies 
collected premiums aggregating $21,000,000, in 1931 about seventy companies col- 
lected $100,000,000.” Lunt, Fidelity Insurance and Suretyship, 161 Annals 105 (1932). 
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A. Fidelity Bonds 


Although it is not, strictly speaking, a form of forgery in- 
surance, the fidelity bond, the oldest heritage of corporate 
suretyship, affords coverage of loss due to forgery by insiders 
who are covered by the bond. The traditional form of such a 
bond approximated a surety bond; it was written on an in- 
dividual basis in a specified amount in favor of a named em- 
ployer and on behalf of a named employee who, as principal, 
might even pay the premium himself. As the number of 
bonded employees grew, underwriters developed the name 
schedule bond, which listed on an attached schedule the names 
of all covered employees and the amount of coverage for each. 
The form was that of an insurance policy rather than a surety 
bond, the premium was paid by the employer, and the employ- 
ees did not sign as principals. Next to develop was the position 
schedule bond, which listed the employee by a description of 
his position only and which covered any occupant of that posi- 
tion. An important aspect of such a bond, and one that appears 
to have disturbed corporate sureties at first was the severe limi- 
tation that the nature of the bond imposed on the surety’s tradi- 
tional investigation of the bonded employee.” However, there 
has been disagreement as to the value of investigation,” and any 
disadvantage was outweighed by the convenience to the insured. 


Even under the position schedule bond, there was the danger 
that an employee would steal more than the amount for which 
his position was bonded or that an employee whose position 
was not covered would cause a loss, and to meet these risks 
surety companies introduced blanket fidelity insurance under 


19 For a discussion of fidelity bonds, see Crist, op. cit. supra note 11, at 216-89; 
Lunt, Surety Bonps 20-99, 356-70 (rev. ed. 1930); MACKALL, op. cit. supra note 11, 
at 175-207; MacKALL, THE Roap To SurRETY PropucTIon 95-110 (1948). Individual, 
name schedule, and position schedule bonds are treated in F.C. & S. Bull., Bonds, 
pp. F-1 to -4 (1947). 

20 For an example of one company’s attempt to maintain its traditional investiga- 
tion under a position bond see Lunt, Surety Bonps 80-81 (rev. ed. 1930). 

21 In Crist, op. cit. supra note 11, at 217-19, the importance of investigation to 
both the surety and the employees is emphasized. In MacKALL, THE PRINCIPLES OF 
Surety UNDERWRITING 207 (6th ed. 1951), it is stated that “there is now a disposi- 
tion to feel that, at least with respect to office employees, the cost of making in- 
vestigations would be greater than the losses that would thereby be avoided, and the 
companies are reported now to be making comparatively few investigations of office 
employees.” 
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which all employees are covered to the full amount of the bond 
and no schedule of names or positions is required.” If the loss 
can be shown to have been caused by an employee, recovery 
may be had even though the insured can not identify the guilty 
employee. This coverage was first introduced by the Metro- 
politan Casualty Insurance Company in 1925 while it was temp- 
orarily not a member of the Surety Association.** An Association 
rule then prohibited members from offering blanket fidelity in- 
surance, but in 1926 the Association itself drafted a standard 
form of blanket fidelity bond, which was designated a Commer- 
cial Blanket Bond. In 1928 it adopted a standard form of Blanket 
Position Bond, patterned after that offered by Metropolitan 
Casualty. The language of these two standard forms differed 
because of their origins, and in 1947 they were revised to con- 
form the language of corresponding sections. The principal 
distinction remaining between them is that coverage under the 
Commercial Blanket Bond is so limited that recovery for a col- 
lusive loss can not exceed the amount of the bond regardless 
of the number of employees involved,** whereas under the 
Blanket Position Bond recovery up to the amount of the bond 
can be had for each employee concerned.” The Association 


22 In addition, excess coverage on specific employees may be obtained through 
an Excess Indemnity Indorsement. MAcKALL, THE PrincipLes OF SuRETY UNDER- 
wriTING 189-90 (6th ed. 1951). Blanket fidelity bonds are also written in deductible 
form. Bonds with annual premiums of over $150 are subject to experience rating. 
See F.C, & S. Bull., Bonds, pp. Fbl-1 to -9 (1958, 1959). 


23 See MACKALL, THE PRINCIPLES OF SURETY UNDERWRITING 184 (6th ed. 1951). 


*4 Insuring Agreement—The Underwriter, in consideration of the payment of the 
premium, and subject to the Declarations made a part hereof, The General Agree- 
ments, Conditions and Limitations, and other terms of this Bond, agrees to indemnify 
the Insured against any loss of money or other property which the Insured shall 
sustain through any fraudulent or dishonest act or acts committed by any of the 
Employees, acting alone or in collusion with others, to an amount not exceeding in 
the aggregate the amount stated in Item 3 of the Declarations. 

Surety Ass’n of America, Commercial Blanket Bond (revised to May 1957). 
(Emphasis added. ) 


25 Insuring Agreement-The Underwriter, in consideration of the payment of the 
premium, and subject to the Declarations made a part hereof, the General Agree- 
ments, Conditions and Limitations, and other terms of this Bond, agrees to indemnify 
the Insured against any loss of money or other property which the Insured shall sus- 
tain through any fraudulent or dishonest act or acts committed by any of the Em- 
ployees, acting alone or in collusion with others, the amount of indemnity on each 
of such Employees being the amount stated in Item 8 of the Declarations. 


Surety Ass’n of America, Blanket Position Bond (revised to May 1957). (Em- 
phasis added.) 
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requires that blanket fidelity insurance be written by its mem- 
bers and subscribers on its standard forms, and these have now 
largely replaced the older individual and schedule bonds. How- 
ever, in spite of the availability of blanket fidelity bonds, the 
vast majority, perhaps as much as ninety per cent, of the busi- 
nesses eligible for fidelity coverage appear to carry none at 
all.** Fidelity insurance is provided banks under bankers blan- 


ket bonds.” 
B. Bankers Blanket Bonds 


Prior to 1915, American surety companies had written 
separate fidelity bonds and burglary and robbery insurance 
policies for financial institutions. Forgery insurance had also 
become available to banks by 1910.** Shortly after the turn of 
the century, however, Lloyds of London offered banks in this 
country more extensive coverage and began to take business 
away from the American companies.” In 1915 five of the latter 
joined forces to issue a bankers blanket*’ bond, and they were 


26 One survey showed that the following percentages of employers in the geo- 
graphical areas indicated had some form of fidelity insurance (percentages in paren- 
theses are those having blanket bonds): New England and Middle Atlantic, 7% 
(5%); Southeast, 10% (7%); Midwest, 10% (7%); Far West 10% (7%); South- 
west, 16% (11%); Pacific Coast, 10% (7%). Percentages among some common 
types of commercial concerns were: hardware stores, 6%; contractors, 8%; appliance 
stores, 7%; grocers, 3%; restaurants, 4%; garages and filling stations, 5%; clothing 
stores, 5%; drug stores, 7%. Surety Ass’N OF AMERICA, FipELiry Bonps—AN 
INFORMATIVE REVIEW FoR ACCOUNTANTS AND AupiTors 2-3 (1959). 


27 Surety Ass’n of America, Bankers Blanket Bond Standard Form No. 24 (re- 
vised to June 1951) covers “Any loss through any dishonest, fraudulent or criminal 
act of any of the Employees, committed . . . alone or in collusion with others, in- 
cluding loss of Property through any such act of any of the Employees.” For a 
collection of statutes relating to the bonding of bank personnel, see 2 Paton, DicEst 
oF Lecat Opinions 2207-17 (1942, Supp. 1949). 


*8 FITZPATRICK AND BusE, op. cit. supra note 16, at 96-97; 82 THE WEEKLY 
UnperwniTeER 313 (1910). Forgery bonds were standardized by the Surety Associa- 
tion of America in 1921. 


9 For discussion of the origin and history of the bankers blanket bond see Crist, 
op. cit. supra note 11, at 290-362; Lunt, Surety Bonps 100-20 (rev. ed. 1930); 
MacKALL, THE PRINCIPLES OF SURETY UNDERWRITING 223-56 (6th ed. 1951); Insur- 
ANCE & PROTECTIVE COMM., AMERICAN BANKERS Ass’N, DiGEsT OF BANK INSURANCE 
1-3 (1941) [hereinafter cited Dicest or BANK INsuRANCE]; Boardman, Proper Con- 
struction of the So-Called “Bankers’ Amendment”, 17 Ins. Counset J. 166 (1950). 


80 The word “blanket” as used in this connection indicates only that the amount 
of the bond applies to all risks covered; it does not mean that the bond covers all 
risks. National Bank v. Fidelity & Cas. Co., 125 F.2d 920, 924 (4th Cir. 1942) 
(dictum). However, it has also been interpreted to be indicative of “wide” coverage. 
See Fidelity Trust Co. v. American Sur. Co., 268 F.2d 805, 807 (3d Cir. 1959). 
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soon followed by a second group of five. With the cooperation 
of the state Insurance Department, an amendment to the insur- 
ance law was passed in New York allowing the issuance of a 
single policy with both burglary and fidelity coverage." The 
Surety Association undertook the drafting of a form, which 
was approved by the Insurance Committee of the American 
Bankers Association and offered to banks in 1916. 


Bankers blanket bonds achieved almost immediate popu- 
larity* and are now carried by all banks. Both forms and rates 
for member and subscriber companies are standardized by the 
Surety Association with the cooperation of the Insurance and 
Protective Committee of the American Bankers Association. 
The current form for use by commercial banks and trust com- 
panies is Standard Form Number 24, which includes fidelity 
coverage and insurance against loss of property either on prem- 
ise or in transit under specified conditions. Although forgery 
insurance is optional under this bond, most banks have Clause 
D (forgery or alteration) coverage® and many have Clause E 


31 N.Y. Laws 1915, ch. 505. 


82 “This important branch of suretyship [bankers and brokers blanket bonds] has 
expanded fast in the last ten years [1922-31]. Starting from the zero point in 
1915, American companies in 1931 received premiums in this line aggregating about 
$18,000,000. In addition, Lloyd’s underwriters in London collected in the United 
States from the same source a premium fund thought to be not far from $3,000,000.” 
Lunt, Fidelity Insurance and Suretyship, 161 Annals 105, 107 (1932). 


33 FoRGERY OR ALTERATION—(D) Any loss through Forcery or ALTERATION of, 
on or in any checks, drafts, acceptances, withdrawal orders or receipts for the with- 
drawal of funds or Property, certificates of deposit, letters of credit, warrants, money 
orders or orders upon public treasuries; or any loss (1) through transferring, paying 
or delivering any funds or Property or establishing any credit or giving any value 
on the faith of any written instructions or advices directed to the Insured and author- 
izing or acknowledging the transfer, payment, delivery or receipt of funds or Property, 
which instructions or advices purport to have been signed or endorsed by any cus- 
tomer of the Insured or by any banking institution but which instructions of advices 
either bear the forged signature or endorsement or have been altered without the 
knowledge and consent of such customer or banking institution, or (2) through the 
payment by the Insured of promissory notes which are payable at the Insured or 
which are or purport to be notes payable at the Insured under instructions of any 
depositor thereof, and which are actually paid by the Insured out of funds on deposit 
with it, and which prove to be forged or altered or which bear forged endorsements. 


Any check or draft (a) made payable to a fictitious payee and endorsed in the 
name of such fictitious payee or (b) procured in a face to face transaction with the 
maker or drawer thereof or with one acting as agent of such maker or drawer by 
anyone impersonating another and made or drawn payable to the one so impersonated 
and endorsed by anyone other than the one impersonated, shall be deemed to be 
forged as to such endorsement. 
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(securities) coverage.™* 

In the case of commercial banks, premiums on forgery and 
alteration insurance under Clause D are computed on the basis 
of a standard rate that takes into account the size of the bank 
as indicated by total deposits, the number of accounts, and the 
limit of liability. Premiums on Clause E are based on total 
loans and discounts and the limit of liability. The blanket bond 
premium may be reduced up to forty per cent on the basis of the 
experience under the entire bond, including any forgery cover- 
age, during the preceding five years. When the experience has 
been unsatisfactory the underwriters may review the insureds 
procedures, a deductible policy may be issued, or a surcharge 
may be requested. 


C. Depositors Forgery Bonds 


It was not long before forgery insurance was extended to 


Mechanically reproduced facsimile signatures are treated the same as handwritten 
signatures. 

Surety Ass’n of America, Bankers Blanket Bond, Standard Form No. 24 (revised 
to June 1951). 

Clause D is also written in deductible form. For a discussion of the terms of 
the bankers blanket bond, see Dicest oF BANK INSURANCE 16a-19 (1958); F.C. & S. 
Bull., Bonds, pp. Af-1 to -12, Afa-1 to -2 (1951, 1952, 1954, 1958, 1959). 


34 SecurrT1es—(E) Any loss through the Insured’s having, in good faith and in 
the course of business, whether for its own account or for the account of others, in 
any representative, fiduciary, agency or any other capacity, either gratuitously or 
otherwise, purchased or otherwise acquired, accepted or received, or sold or delivered, 
or given any value, extended any credit or assumed any liability, on the faith of, or 
otherwise acted upon any securities, documents or other written instruments which 
prove to have been counterfeited or forged as to the signature of any maker, drawer, 
issuer, endorser, assignor, lessee, transfer agent or registrar, acceptor, surety or guar- 
antor or as to the signature of any person signing in any other capacity, or raised or 
otherwise altered or lost or stolen, or through the Insured’s having, in good faith 
and in the course of business, guaranteed in writing or witnessed any signatures, 
whether for valuable consideration or not and whether or not such guaranteeing or 
witnessing is ultra vires the Insured, upon any transfers, assignments, bills of sales, 
powers of attorney, guarantees, endorsements or other documents upon or in connec- 
tion with any securities, obligations or other written instruments and which pass or 
purport to pass title to such securities, obligations or other written instruments; 
ExcLupinc, However, any loss through Forcery on ALTERATION of, on or in any 
checks, drafts, acceptances, withdrawal orders or receipts for the withdrawal of funds 
or Property, certificates of deposit, letters of credit, warrants, money orders or orders 
upon public treasuries; and excluding, further, any loss specified in subdivisions (1) 
and (2) of Insuring Clause (D) as printed in this bond, whether or not any amount 
of insurance is applicable under this bond to Insuring Clause (D). 

Mechanically reproduced facsimile signatures are treated the same as hand- 
written signatures. 

Surety Ass’n of America, Bankers Blanket Bond, Standard Form No. 24 (revised 
to June 1951). 
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other businesses in the form of depositors forgery bonds, which 
are available to all persons and commercial enterprises other than 
banks and buildingand loan associationsand whichinsure against 
loss due to forgery or alteration made or purporting to have been 
made by the insured or its agent.*» The bond covers outgoing 
checks and includes forgeries by outsiders as well as those by 
employees who might also be covered by a fidelity bond. Where 
the loss is covered by both a depositors forgery bond and a 
policy of fidelity insurance, the Other Insurance Clause in the 
former provides that it shall first be paid under the depositors 
forgery bond.” 


35 INsuRING AGREEMENTS—Depositors Forcery CoveracE—I. Loss which the 
Insured or any bank which is included in the Insured’s proof of loss and in which 
the Insured carries a checking or savings account, as their respective interests may 
appear, shall sustain through forgery or alteration of, on or in any check, draft, 
promissory note, bill of exchange, or similar written promise, order or direction to 
pay a sum certain in money, made or drawn by or drawn upon the Insured, or made 
or drawn by one acting as agent of the Insured, or purporting to have been made 
or drawn as hereinbefore set forth, including 
(a) any check or draft made or drawn in the name of the Insured, payable to a 

fictitious payee and endorsed in the name of such fictitious payee; 

(b) any check or draft procured in a face to face transaction with the Insured, or 
with one acting as agent of the Insured, by anyone impersonating another and 
made or drawn payable to the one so impersonated; and 

(c) any payroll check, payroll draft or payroll order made or drawn by the Insured, 
payable to bearer as well as to a named payee and endorsed by anyone other 
than the named payee without authority from such payee; 

whether or not any endorsement mentioned in (a), (b) or (c) be a forgery within 

the law of the place controlling the construction thereof. 

Mechanically reproduced facsimile signatures are treated the same as hand- 
written signatures. 

Surety Ass’n of America, Depositors Forgery Bond (revised to May 1957). 

See Crist, op. cit. supra note 11, at 375-80; F.C. & S. Bull., Forgery, pp. Da-1 
to -6 (1948, 1958). Premiums start at $3.75 per $1,000 for the first $10,000, and 
the rate decreases as the amount increases. Experience rating applies when the 
amount of insurance on the principal office is $25,000 or more, but does not apply 
to the portion of the premium for coverage over $500,000. There is no requirement 
for the use of checkwriters or safety paper nor any reduction in premiums for their 
use. Id. at Da-3 (1958). However forgery policies are sometimes furnished by 
manufacturers of checkwriting machines at no cost to the purchaser. A Family 
Forgery Bond is also available to individuals. Id. at F-1 to -3 (1938). 

36 OrHeR INsuRANCE—Section 6. If there is available to the Insured any other 
insurance or indemnity covering any loss covered by this Bond, the Underwriter 
shall be liable hereunder only for that part of such loss which is in excess of the 
amount recoverable or recovered from such other insurance or indemnity, except 
that if such other insurance or indemnity is a bond or policy of fidelity insurance, 
any loss covered under both such fidelity insurance and this Bond shall first be paid 
under this Bond. The Underwriter waives any right of contribution which it may 
have against any forgery insurance carried by any a bank which is indemni- 
fied under Insuring Agreement I of this Bond. 

Surety Ass’n of America, Depositors Forgery Bond (revised to May 1957). 
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In order to prevent litigation between the insured and its 
bank, which might adversely affect the former's source of credit, 
the insured is permitted to include in its proof of loss, loss suffer- 
ed by its depositary bank. Language making coverage of the 
depositary conditional upon its inclusion in the insured’s proof 
of loss was added after it had been argued, although unsuccess- 
fully, in a New York case” that an earlier form of such a policy 
without conditional language automatically covered a collecting 
bank that, by sheer coincidence, also happened to carry an 
account of the insured drawer and was therefore its depositary. 


Although the depositors forgery bond covers only outgoing 
checks, an incoming check rider is available to cover seventy- 
five per cent of the insured’s interest in checks received in pay- 
ment for services or property, other than property sold on 
credit.** Where a check is taken partly in payment for goods 
and partly for cash, the insured’s interest includes the amount 


37 National Sur. Corp. v. Federal Reserve Bank, 161 Misc. 304, 292 N.Y. Supp. 
607 (Sup. Ct. 1936), aff'd, 250 App. Div. 754, 296 N.Y. Supp. 240 (1st Dep’t 1937). 
Checks drawn by the Mutual Life Insurance Company on a New York bank and 
bearing forged indorsements were deposited for collection in a Boston bank and 
forwarded by it to the Federal Reserve Bank of New York, which obtained payment 
from the drawee. Upon discovery of the forgeries, the plaintiff, which had insured 
the Mutual Life Insurance Company under a depositors forgery bond, made good 
the loss to its insured and as subrogee sued the Federal Reserve Bank upon its 
guarantee of prior indorsements. The defendant argued that since the insured had, 
by chance, an account in the Boston bank, that bank was also insured by the plaintiff 
and hence any recovery by the plaintiff against the defendant would be circuitous 
because the defendant could recover the same amount from the Boston bank on its 
guarantee of prior indorsements, and it in turn could recover from the plaintiff. The 
court, however, held that the depositary was covered “only where the relationship 
of depositary of the insured is directly involved, and where the payments resulting 
in loss are from the deposited account ....” 161 Misc. at 306, 292 N.Y. Supp. at 610. 


38 III. Loss which the Insured shall sustain through forgery or alteration of, on, 
or in any check or draft drawn upon or by any bank, or any check or draft drawn 
upon or by any corporation upon itself, or any check or written order or direction 
to pay a sum certain in money drawn by any public body upon itself, or any warrant 
drawn by any public body, which the Insured shall receive at any office, while such 
office is covered under this Insuring Agreement, in payment or purported payment 
for personal property sold and delivered and/or in payment or purported payment 
for services rendered; but excluding all loss caused by forgery or alteration of, on, or 
in any instrument received by the Insured in purported payment for property pre- 
viously sold and delivered on credit. 


The liability of the Underwriter on account of any instrument covered under this 
Insuring Agreement shall be seventy-five percent (75%) of the Insured’s pecuniary 
interest in the instrument (not to exceed, however, the amount of insurance as here- 
inafter set forth applicable to the office at which such instrument was received), such 
pecuniary interest to be determined by 
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of cash as well. However, if the value of the goods purchased 
is dwarfed by the amount of cash, the insured runs the risk that 
the transaction will be interpreted as a cashing solely for the 
holder's accommodation rather than a sale of goods and there- 
fore not within the policy.* The merchant who is willing to 
take certain precautions may now obtain a Merchants Check 
Cashing Forgery Bond, which covers checks cashed as an ac- 
commodation as well as those taken for goods or services.“ 


The protection afforded by the depositors forgery bond and 
the incoming check rider has also been available since 1940 
under a Comprehensive Dishonesty, Disappearance and De- 
struction Policy, called a Comprehensive 3-D Policy, which com- 
bines fidelity, burglary, and forgery insurance in a single policy, 
although the limits under the various insuring agreements may 
be different." Since 1957, a Blanket Crime Policy has been 
offered with provisions similar to those of the Comprehensive 
3-D Policy but with a single limit applicable to all insuring 


(a) the amount paid or purporting to have been paid to the Insured for the prop~ 


erty, and/or 

(b) the amount paid or purporting to have been paid to the Insured for the services 
rendered, and 

(c) the amount of cash, if any, delivered against such instrument, over and above 
(a) and/or (b) immediately preceding. 

Mechanically reproduced facsimile signatures are treated the same as handwritten 
signatures. 

Surety Ass’n of America, Incoming Check Rider (revised to May 1957). 

See Surety Ass’N oF AMERICA, BONDED DEFENSE AGAINST THE CHECK FORGER 
5-7 (1959). Rates, except for stock brokers and investment bankers, are $10 per 
$1,000 annually for the principal office. The premiums are not subject to experience 
rating. Both bond and rider are also written in deductible form, and this is a matter 
of negotiation with the underwriter. See F.C. & S. Bull., Forgery, pp. Da-4, Da-6 
(1958). 

89 Thus in Jacoby v. Aetna Cas. & Sur. Co., 163 Misc. 862, 297 N.Y. Supp. 105 
(N.Y. City Ct. 1936), aff'd, 97 N.Y.L.J. 1626 (App. T. April 2, 1937), it was held 
that a tobacco retailer who charged 2% of the total for cashing a $1450.82 check 
and sold $.82 worth of cigarettes to his customer was not covered by such a policy 
because there was no bona fide sale. 


40 The insured must install and use equipment that photographs the customer 
and his identification. Checks must not be postdated, must not be more than fifteen 
days old, must be cashed for the payee or his first transferee, and must be cashed 
for full face value without a discount. The rate is 1% per instrument. See F.C. & 
S. Bull., Forgery, pp. Dab-1 to -2 (1956). 


41 The comprehensive 3-D Policy is discussed in MAcKALL, THE PRINCIPLES OF 
Surety Unverwritinc 208-16 (6th ed. 1951); F.C. & S. Bull., Misc. Casualty, 
pp. Cd-1 to -5 (1959). 
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agreements.” However, in spite of the availability of these 
policies, it is probable that very few of the merchants who reg- 
ularly take payment by check from their customers are so in- 
sured.** This may be due in part to the limited coverage of 
such insurance. 


II. COVERAGE OF FORGERY INSURANCE 


With the exception of fidelity insurance, the policies just 
described cover bad check losses only when they are due to 
“forgery or alteration.” Coke's Institutes explains that “to 
forge is metaphorically taken from the Smith, who beateth upon 
his Anvill, and forgeth what fashion or shape he will,” ** and 
since the draftsmen of forgery bonds have not attempted to 
improve upon this metaphor by defining “forgery,” it is hardly 
surprising that most of the litigation under these bonds has 
concentrated on this task.*° 


The Uniform Commercial Code uses the term “unauthoriz- 
ed” signature or indorsement to include “forgery,” which it does 
not define.** Nor is “forgery” defined in earlier statutes that 
allocate loss, including the Negotiable Instruments Law; and 
courts, in construing forgery bonds, have almost without excep- 
tion looked not to these statutes but to the crime of forgery for 
a definition.** This may be a natural choice; forgery bonds are 


42 The Blanket Crime Policy is discussed in Surety Ass’N OF AMERICA, BONDED 
DEFENSE AGAINST THE CHECK ForceEr 8-9 (1959); F.C. & S. Bull., Misc. Casualty, 
pp. Cdd-1 to -4 (1959). 

43 It was estimated in 1947 that not more than 3% of the 30,000,000 bank ac- 
counts in the United States were protected against forgery losses. See F.C. & S. Bull., 
Forgery, p. Db-1 (1947). 

443 Coxe, Institutes 169 (1648 ed.). 

45 See generally, Maurice, Forgery in the Law of Insurance, 76 Banxinc L.J. 737 
(1959). Cases are collected in Annot., 52 A.L.R.2d 207 (1957). 

46 Unirorm CoMMERCIAL Cope § 3-404(1): “Any unauthorized signature is 
wholly inoperative as that of the person whose name is signed unless he ratifies it 
or is precluded from denying it . . . .”. Untrorm Commenrctat Cope § 1-201(43) 
provides that an “Unauthorized signature or indorsement . . . includes a forgery.” 

47 UntrorM NEGOTIABLE INsTuMENTs Law § 23: “When a signature is forged 
or made without the authority of the person whose signature it purports to be, it is 
wholly inoperative . . . unless the party, against whom it is sought to enforce such 
right, is precluded from setting up the forgery or want of authority.” Another ex- 
ample of such a statute is the Payment of Forged or Raised Check Statute recom- 
mended by the American Bankers Association. See 2 Paton, Dicest or LEGAL 
Opinions 1883 (1942). For the interpretation of the word “forged” under such 
a statute see text at note 158 infra. 

48 The only exception is Schramm v. Metropolitan Cas. Ins. Co., 224 App. Div. 
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often written in conjunction with policies insuring against such 
crimes as “robbery,” “burglary,” “embezzlement,” and “larceny,” 
for the “dominant purpose of [such] . . . indemnity bonds is not 
to protect against loss but to protect against criminal loss.”* But 
obviously the reference to criminal law leaves some gaps be- 
tween the ambit of forgery insurance and the rules that allocate 
loss, so that not all signatures that are inoperative under these 
rules will be covered by insurance. A simple example is a case 
that held that a forgery bond did not cover the making without 
authority of the signature of another because, although the 
signature was inoperative, it was not made with a criminal in- 
tent.” Some more significant omissions in coverage will be dis- 
cussed presently. 


While there is accord on reference to criminal law, there is 
conflict as to whether it should be to the specific law of the juris- 
diction in which the act took place or to some more general defi- 
nition. There is something to be said for the latter view, since 
policies are issued at standard premiums on a nationwide basis 
and uniformity is desirable, but the general definition has itself 
been the subject of controversy, and the search for it has not 
produced uniformity.” Furthermore, as long as the rules for 
the allocation of loss are not themselves uniform, some variation 
in coverage is probably inevitable, although it is unclear why 
this variation should depend on the vagaries of criminal law. 
In any event, the conflict may be more apparent than real for, 
while there is no shortage of dictum in support of a general 
definition,” the results actually reached by courts have been 


573, 231 N.Y. Supp. 554 (1st Dep’t 1928), in which the insurer on a depositor’s 
forgery bond was held liable to the insured for loss due to a check bearing an unau- 
thorized indorsement. 


49 Manufacturers & Traders Trust Co. v. Meyer Malt & Grain Corp., 132 Misc. 
138, 140, 229 N.Y. Supp. 615, 618 (Sup. Ct. 1928) (dictum). 


50 Omicron Co. v. Central Sur. & Ins. Corp., 23 Wash. 2d 135, 160 P.2d 629 
(1945). 


51 Compare Security Nat’l Bank v. Fidelity & Cas. Co., 246 F.2d 582 (7th Cir. 
1957 ), with Dexter Horton Nat’l Bank v. United States Fid. & Guar. Co., 149 Wash. 
343, 270 Pac. 799 (1928), for eatin —— of similar dictionary defini- 
tions of “forgery.” 


52 See, e.g., Kropp Forge Co. v. a Liab. Assur. Corp., 159 F.2d 536, 


538 (7th Cir. 1947) (dictum); Fitzgibbons Boiler Co. v. Employers’ Liab. Assur. 
Corp., 105 F.2d 893, 895 (2d Cir. 1939) (dictum); Rockland-Atlas Nat’l Bank v. 
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consistent with their reading of the criminal law of the place 
where the act occurred,” and there is language in the depositors 
forgery bond that supports this reference to local law.™ 


Although underwriters have been reluctant to undertake 
the writing of their own definition and have chosen instead to 
leave the problem for the courts to resolve, the cases decided 
during the fifty years since forgery insurance came into use have 
shown that this choice can result in neither certainty nor uni- 
formity. Perhaps it is a choice that should be reconsidered. At 
least as to the most common disputes, it should be possible to 
achieve these ends by appropriate language directed at the 
particular dispute without the necessity of attempting a com- 
prehensive definition, and this has already been done in several 
instances to be discussed. 


The following pages will be concerned with the coverage 
that forgery insurance provides with respect to the fraudulent 
use of eight kinds of bad checks: (1) fictitious checks (checks 


drawn in a fictitious name on a non-existing account ); (2) no-ac- 


Massachusetts Bonding & Ins. Co., 157 N.E.2d 239, 242 (Mass. 1959) (dictum); 
Manufacturers & Traders Trust Co. v. Meyer Malt & Grain Corp., 132 Misc. 138, 
140, 229 N.Y. Supp. 615, 618 (Sup. Ct. 1928) (dictum); First Nat’l Bank v. Glens 
Falls Ins. Co., 329 S.W.2d 115, 117 (Tex. Civ. App. 1959) (dictum). But see 
International Union Bank v. National Sur. Co., 245 N.Y. 368, 371, 157 N.E. 269, 
270 (1927) (dictum), in which the New York Court of Appeals assumed without 
deciding that forgery bore a meaning no broader than its meaning in the criminal 
law of New York. 


53 Schramm v. Metropolitan Cas. Ins. Co., 224 App. Div. 573, 231 N.Y. Supp. 
554 (1st Dep’t 1928), discussed in note 48 supra, is again an exception. An English 
court, in Equitable Trust Co. v. Henderson, 47 T.L.R. 90 (K.B. 1930), also reached 
a contrary conclusion. The insured, a New York bank, brought suit on a policy of 
insurance taken out in London that covered loss incurred through “forged” docu- 
ments, The loss resulted from a loan made to N. Brody & Co. on the basis of a 
document signed by Brody that contained false representations of the borrower's 
financial condition. Brody had been convicted in New York under a statute that 
prohibited the making of a “false . . . statement of financial condition,” and the 
insured contended that the law of that state determined whether there had been a 
forgery within the meaning of the policy. The court denied recovery, however, 
stating that “the word ‘forged’ in the policy was used merely to describe an existing 
state of fact and was not a term of art to be construed according to the criminal law 
of the place where the loss happened.” 47 T.L.R. at 91. 


54 After the clauses that expressly include fictitious payee and imposter cases, 
the policy goes on to say “whether or not any [such] endorsement . . . be a forgery 
within the law of the place controlling the construction thereof,” suggesting that 
the general test, to which this is an exception, is the criminal law of a single juris- 
diction. See note 35 supra. Clause D of the bankers blanket bond does not contain 
this language. See note 31 supra. 
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count checks (checks drawn over a genuine signature on a non- 
existing account); (3) overdrafts (checks drawn on an 
existing account but against insufficient funds); (4) forged 
checks (checks drawn in the name of another without 
authority); (5) altered checks (checks that have been 
altered, usually by raising the amount); (6) checks bear- 
ing forged indorsements (checks indorsed in the name 
of another without authority); (7) unauthorized checks 
(checks drawn over a genuine signature but bearing a false 
statement of authority to bind another); (8) checks bearing un- 
authorized indorsements (checks indorsed with a genuine sig- 
nature but bearing a false statement of authority to bind an- 
other). 


A. Fictitious and No-Account Checks and Overdrafts 


The risk of loss due to the last five of these eight kinds of 
checks can only be appreciated against the background of the 
risk of loss due to the first three: fictitious and no-account checks 
and overdrafts. This latter risk is of much less concern to 
bankers than to merchants because, in contrast to checks in the 
last five categories, those in the first three are almost invariably 
detected by the drawee and dishonored.” The hazard to the 
drawee is therefore negligible, and a bank receiving a check 
drawn on another bank can protect itself by taking for col- 
lection only.” It is upon the mercantile establishments that 
cash checks that most of the loss from these checks will 
fall. Although such checks are seldom before the courts, 
probably because there is usually no other innocent person to 
whom a merchant might attempt to shift the loss, they make up 
the overwhelming majority of all bad checks. According to 
Beutel’s study in Nebraska, they account for as much as ninety- 
nine per cent of the total, and overdrafts alone make up ninety 


55 This is, to be sure, not an exhaustive list of the varieties of check fraud. Among 
the omissions are unauthorized completions of incomplete instruments, forgeries of 
certifications, and check kiting. 

56 The eighty-seven cases mentioned in note 5 supra involved checks in the last 
five categories, and in eighty-four of these there was payment by mistake. However, 
payment by mistake of even no-account checks is not unheard of. See Manufacturers 
Trust Co. v. Diamond, 17 Misc. 2d 909, 186 N.Y.S.2d 917 (App. T. 1959). 

57 Where the merchant does not deliver the goods until the check has been paid, 
he has the same protection. 
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per cent.** It is therefore somewhat surprising that although 
the great bulk of the loss due to these types of bad checks falls 
upon mercantile establishments,” the protection offered against 
this loss by existing policies of forgery insurance appears to be 
scant indeed. 


No reported case has directly considered the applicability 
of forgery bonds to fictitious checks but, if forgery is defined 
by reference to criminal law, they are probably covered because 
the signing of a check in a fictitious name for a fradulent pur- 
pose is generally punishable as forgery.” In State v. Lutes,” 
for example, the court upheld the conviction for forgery of a de- 
fendant who had given for rent and for cash a check that he had 
drawn as “J. C. Coe,” a name that he had coined when he moved 
into an apartment a few days earlier. The court relied in part 
upon an earlier decision™ that had involved the construction of 


58 The total number of checks drawn in the state [in 1954] is around 90,000,000, 
and 450,000 of these are bad. These figures indicate that one check in 200 drawn 
on the banks of the state is a bad check. Of these rejected checks, about 90 per cent 
are dishonored for insufficient funds. A bit over nine per cent are no-account checks 
and less than one per cent are forgeries. 

BEuTEL, SOME POTENTIALITIES OF EXPERIMENTAL JURISPRUDENCE AS A NEW 
BRANCH OF SociaL Science 259 (1957). Fictitious checks were apparently included 
in the figures for no-account checks. 

59 According to the survey conducted by The Todd Company Division, Burroughs 
Corporation, mentioned in note 3 supra, businesses shared in the following manner: 
supermarkets, 30%; department stores, 21%; taverns, 138%; gas stations, 13%; 
independent groceries, 9%; liquor stores, 5%; drug stores, 4%; restaurants, 2%; 
and banks, hotels and hardware stores combined, only 3%. Beutel’s figures for 
Nebraska business groups in retail, wholesale, and service trades show the following 
figures for uncollected checks: gasoline service stations, 30.30%; drinking places and 
liquor stores, 13.26%; general merchandise (department and variety stores), 10.20%; 
groceries and meat markets, 8.71%; eating places, 7.26%; apparel stores, 7.15%. 
BEUTEL, op. cit. supra note 58, at 272. Baum estimates that of the $25,000,000 
annual forgery loss, only $2,500,000 to $3,000,000 falls on banks. Baum, supra note 
8, at 1. For a comparison of the types of checks included in these estimates, see 
note 3 supra. An American Bankers Association estimate places 92% of forgery losses 
on individuals, merchants, industry, and hotels, and the remainder on banks, while a 
rating bureau estimates that 95% falls on depositors and 5% on banks. F.C. & S. 
Bull., Forgery, p. Db-1 (1947). 

60 E.g., Owens v. State, 152 Neb. 841, 43 N.W.2d 168 (1950); State v. Lutes, 
38 Wash. 2d 475, 230 P.2d 786 (1951). However the signing of a check in a name 
that is assumed for a legitimate purpose is not a forgery. 2 Warton, CrrminAL 
Law AND Procepure § 630 (Anderson ed. 1957). Cases are collected in Annot., 
49 A.L.R. 2d 852 (1956). 


61 Supra note 60. 


62 Dexter Horton Nat’] Bank v. United States Fid. & Guar. Co., 149 Wash. 343, 
270 P.2d 799 (1928). 
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a forgery bond, and it therefore seems likely that it would have 
considered this check a forgery under a forgery bond as well. 
On the other hand, several recent federal court decisions™ have 
held that the signing of a check in a fictitious name is not “forg- 
ed” under the National Stolen Property Act unless the culprit 
first creates a “fictional personality” in the mind of the 
victim and then signs in that name,” and this view finds some 
support in older cases. The coverage of even fictitious checks 
is therefore not entirely beyond dispute and may cause partic- 
ularly troublesome problems in states where the fraudulent use 
of a fictitious name is a criminal offense separate from that of 
forgery.” 

In contrast, no-account checks are probably not covered, 


63 See, e.g., Hubsch v. United States, 256 F.2d 820 (5th Cir. 1958); United 
States v. Greever, 116 F. Supp. 755 (D.D.C. 1953). But cf. Cunningham v. United 
States, 272 F.2d 791 (4th Cir. 1959). 


64In Hubsch v. United States, supra note 68, the defendant had signed two 
checks in the name of “A. A. Weinstein.” The first was given to a hospital for 
treatment that he had received in that name, and the second to a jewelry store for 
a Masonic ring after he had displayed several Masonic cards. The court held that 
there was no forgery of the first check, but directed a new trial on the second to 
determine whether “Hubsch created a fictional personality of Weinstein, the Mason 
who desired to purchase the Masonic ring, and on the faith and credit of a check 
purporting to be that of Weinstein the Mason the check was accepted. If such be 
the fact then, we conclude, there had been a forgerv.” 256 F.2d at 824. In Edge 
v. United States, 270 F.2d 837 (5th Cir. 1959), the court held that a fictional 
personality had been created, under the test laid down in Hubsch, where the defend- 
ant had cashed a check at a hotel on his second visit under the fictitious name and 
after several conversations with the manager. 


65 In International Union Bank v. National Sur. Co., 245 N.Y. 368, 157 N.E. 269 
(1927), two checks drawn in fictitious names were held to be forged under a bankers 
blanket bond. One Wagner, who was known to the insured bank by his true name, 
drew two checks in fictitious names on other banks where he was known by those 
names and deposited them with the insured. The insured allowed him to draw 
against this credit, and both checks were dishonored, one as an overdraft and the 
other as a no-account check. In holding the checks to be forgeries, the Court of 
Appeals emphasized that they appeared to be the act of a third party and not of 
the payee, Wagner. It thereby distinguished, but did not disapprove, an English case 
that came close to the position of the federal courts in reasoning that “if a person 
give a note entirely as his own, his subscribing it by a fictitious name will not make 
it a forgery, the credit there being wholly given to himself without any regard to 
the name or without any relation to a third person.” Rex v. Dunn, 1 Leach C.L. 57, 
59, 168 Eng. Rep. 131, 182 (Ch. 1765). Accord, Tones v. United States, 234 F.2d 
812 (4th Cir. 1956), cert. denied, 355 U.S. 936 (1958). 


66 See Perkins, Crrmmnat Law 298 (1957). An example of such a statute is 
Uran Cope Ann. § 76-26-7 (1953), violation of which has nevertheless been said 
to be “forgery.” See State v. Gorham, 93 Utah 274, 287, 72 P.2d 656, 662 (1937) 
(dictum); cf. State v. Jensen, 103 Utah 478, 186 P.2d 949 (1943). 
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although the law has recently become unsettled by the Ohio 
case of In re Clemons,” which held that the crime of forgery 
includes the writing of a no-account check with intent to de- 
fraud. Although the decision has been criticized, particularly 
because Ohio has a separate “bad check” statute specifically de- 
signed to punish such conduct, and is not likely to be followed 
elsewhere, it offers a basis in at least one state for the extension 
of forgery bonds to cover no-account checks. This extension 
would make sense, especially since it is impossible to tell a no- 
account check from a fictitious check unless the true identity 
of the culprit is known, and therefore a determination of wheth- 
er a loss is covered may otherwise have to await his apprehen- 
sion.” In re Clemons may be an unwitting step in the right 
direction. 


Overdrafts, the most common of bad checks, seem clearly 
beyond the ambit of the available policies." The great number 
of overdrafts makes it doubtful that they could be included 
without a very substantial increase in the cost of insurance. 
Furthermore, there would be some difficulty in distinguishing 
the fraudulent overdrafts, for which protection might be de- 
sirable, from checks mistakenly drawn on insufficient funds, for 
which insurance is unnecessary. Even where its use is fraudu- 
lent, the overdraft is more apt to be an ill-conceived device to 
obtain credit than an instrument in a deliberate crime, and the 
wrongdoer will often intend to make the check good. For this 
reason, and also because the drawer can be traced through his 
bank, the merchant may be better able to reduce the loss 
through his own efforts and may feel less need to insure.” In 
any event, the fact that the available policies do not cover a 


67 168 Ohio St. 83, 151 N.E.2d 553 (1958). Contra, Martyn v. United States, 
176 F.2d 609 (8th Cir. 1949); State v. Adcox, 171 Ark. 510, 286 S.W. 880 (1926). 

68 See 72 Harv. L. Rev. 566 (1959); 45 Va. L. Rev. 286 (1959). 

69 Needless to say, this is not a problem for the purposes of the criminal law 
definition of “forgery.” 

70 Cf. Wright v. United States, 172 F.2d 310 (9th Cir. 1949), holding that an 
overdraft was not “forged” within the meaning of the National Stolen Property Act. 

71 One can only guess at the rate of restitution on overdrafts, but statistics are 
available for forgery. Between 1931 and 1941, salvage on forgery bonds was 27.6% 
of gross losses. This was close to the figure of 28.9% for all fidelity and surety 
lines. Estimates of the cost of salvage to the insurer between 1933 and 1947 range 
from 6.4% to 30% depending on what items of expense are included. BACKMAN, 
Surety Rate-Makinc 75-76 (1948). 
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large proportion of the total number of bad checks has probably 
contributed to their failure to achieve popularity among the 
group that bears the brunt of the loss,” and the possibility of 
affording more complete protection is worthy of consideration. 
The initiative will have to come from the surety companies 
themselves or from merchants and not from banks, for although 
the latter have actively participated in the development of 
bankers blanket bonds,” they have virtually no stake in an ex- 
pansion to cover no-account checks and overdrafts. Some in- 
terest among merchants in expanded coverage is indicated by 
recent arrangements in several leading credit card plans for re- 
imbursement of hotels that cash bad checks, including no-ac- 
count checks and overdrafts, for guests on the faith of credit 
cards." 


In spite of the absence of effective insurance coverage for 
incoming checks and the lack of popularity of that which is 
available, Beutel found that merchants and businessmen in Ne- 
braska were “very liberal in cashing checks for customers”, and 
that many regarded the cashing of checks without question or 


identification as a “valuable good-will-item” and “one of the 
cheapest forms of advertising.” “° However, practices differ 
with the locality, and it is reasonable to assume that in any 


72 According to Beutel’s study in Nebraska, “both individually and collectively 
bad-check losses to business are of no commercial consequence. In fact, they are 
probably the smallest expenses the business suffers, so small that not a single business 
interviewed outside of banks was found to insure itself against such losses.” BEUTEL, 
op. cit. supra note 58, at 269. However it is of interest in this connection that none 
of the eighty-seven cases mentioned in note 5 supra is a Nebraska case. See also 
the figures in note 43 supra. The reporting companies of the Surety Association of 
America give the following six-year totals from 1952-1957 of gross direct premiums 
written. less cancellations and return premiums, with figures for the calendar year 
1958 added in brackets: depositors forgery bonds (exclusive of incoming check cov- 
erage), $11,929,071 [$2,045,611]; incoming check coverage, $980,687 [$186,453]; 
clause D for commercial banks, $19,256,645 [$3,888,054]. Surety Ass’n of America, 
Fidelity, Surety and Forgery Countrywide Classification Experience—All Reporting 
Companies—Calendar Years 1952-1957, at 5, 48, 44 (1959); id. for calendar year 
1958, at 1, 8. For older figures and a comparison of forgery premiums with other 
lines see BACKMAN, op. cit. supra note 71 at 289, 411. 

78 This participation has been through the Insurance and Protective Committee 
of the American Bankers Association. 

74 For an example of such a situation see Gilmore v. United States, 273 F.2d 79 
(D.C. Cir. 1959). Two of the leading plans have such provisions, subject to such 
limitations as 95% of face value and exclusion of forged checks and checks bearing 
forged indorsements. 


75 BEUTEL, op. cit. supra note 58, at 275-77. 
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locale the fear of loss has some restraining influence on businesses 
that take checks. Furthermore, the potential loss on any single 
transaction can be limited by a refusal to take large checks, a 
safeguard that is probably more nearly universal than is care in 
identification,” and is also more effective as to no-account checks 
and overdrafts, where the drawer does not attempt to conceal 
his identity. This is borne out by the small amount of the typical 
bad check” and the relative insignificance of bad check losses as 
compared to the total volume of business. Many mercantile 
establishments have evidently come to regard liberal check 
cashing practices in the same way as liberal credit policies, ex- 
pecting additional business through resulting good will to pay 
for the loss, and there is little reason to expect them to insure 
against the small part of the risk now covered by the available 
policies as long as the total risk is small and can be effectively 
controlled by limiting the size of checks that they will cash. 


76 In addition to the limitation on amount caused by fear of loss, there is a 
natural limitation imposed by the amount of cash that a business has on hand. It 
is of some interest that in the eighty-seven cases mentioned in note 5 supra, which 
involved over 1086 checks, there were only twelve instances in which it appeared 
that a single individual or business, other than a bank, had taken bad checks totalling 
more than $1,000. In four of these instances the checks were apparently taken in 
satisfaction of pre-existing debt, and in one other the check was taken by a book- 
maker and the proceeds used for gambling. Of the remaining seven instances in 
which present value was given in a transaction of a commercial nature, five involved 
a large number of checks, each for well under $1,000, that were taken over a con- 
siderable period of time as part of a continuing scheme. The other two involved a 
$5,000 check cashed by a hotel and a $1,025 check taken by an automobile dealer 
in payment for a $750 car and for cash. 


77 According to Beutel’s study, the average size of bad checks in Nebraska was 
$62, or about 27% the size of the average good check, $226. Fifty per cent of the 
bad checks were for $10 or less. The average forged check was $34.60. BEUTEL, 
op. cit. supra note 58, at 261. The average amount in controversy in the eighty- 
seven cases mentioned in note 5 supra was obviously much larger: $15,335 for all 
cases, and $6,936 with two cases involving very large amounts eliminated. The 
median was $4,950. All but thirty-five cases involved more than one check, the 
average number of items per case being 13.4, and therefore the average size of each 
check was much smaller: $1,242 for all cases, or $539 with the two cases involving 
very large amounts eliminated. 

78 Beutel’s study shows that the per cent of business volume lost from uncollected 
checks in Nebraska was only .007%. The average volume of sales was $141,930 
and the average loss on uncollected checks was $9.66. A large department store in 
Lincoln had such a liberal policy that it took more checks than its total volume of 
business and yet had losses of only $415 for a year, or .008% of its total volume of 
business. See BEUTEL, op. cit. supra note 58, at 268, 269, 273. 
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B. Forged and Altered Checks and Checks Bearing Forged 
Indorsements 


It need scarcely be mentioned that forged checks are in- 
cluded in the term “forgery.” The allocation of loss due to 
such checks turns on whether the check is dishonored or paid 
by mistake. When the instrument is dishonored and returned 
to the bank or business that took from the forger, that bank or 
business must bear the loss.* Protection against this risk is 
afforded by Clause D of the bankers blanket bond, in the case 
of banks, and by the incoming check rider to the depositors 
forgery bond and the more recent comprehensive policies, in 
the case of mercantile establishments. However, the latter are 
much more likely to assume the relatively minor risk of loss 
from forged checks along with that from the much larger num- 
ber of fictitious and no-account checks and overdrafts. 


If, as often happens, the forged check is paid by mistake, the 
loss falls upon the drawee who, under the celebrated rule of 
Price v. Neal,* may neither charge the account of the depositor 
whose signature was forged,” nor recover from the business or 


bank to which it paid. This decision arbitrarily throws upon 
the drawee, because of the fortuitous event of payment, a loss 
that, but for that accident, would have fallen instead on the 
person who took from the forger, and it has occasioned as much 


79 Manufacturers & Traders Trust Co. v. George J. Meyer Malt & Grain Corp., 
132 Misc. 138, 229 N.Y. Supp. 615 (Sup. Ct. 1928) (forgery of counter-signature ); 
see United States Fid. & Guar. Co. v. First Nat'l Bank, 129 Neb, 102, 260 N.W. 798 
(1935) (by implication). 

80 The bank in which the check was deposited for collection will return it to its 
depositor, charge back the amount of the credit, and revoke the provisional settlement 
made at the time of deposit. See Unirorm ComMenrctat Cope § 4-212. Of course 
if the drawee bank itself pays the forger it must bear the loss. 

813 Burr. 1354, 97 Eng. Rep. 871 (K.B. 1762). 

82 At least this is true in the absence of negligence, delay or, in some jurisdic- 
tions, ratification by the drawer. See UNtrorm CoMMERCIAL Cope §§ 3-404, 3-406; 
Brirron, Brtts aANp Nores 591-612 (1943). The result is different where a savings 
bank pays over a forged withdrawal order to one in possession of the passbook. 
There, the bank can, by the standard contract with the depositor and perhaps even 
by common law, charge the depositor unless the bank has been negligent. See 2 
Paton, Dicest or Lecat Opinions 1914-18 (1942). The distinction lies in the 
opportunity that a savings bank depositor has to protect himself by retaining control 
of his passbook, a precaution that the rule enoourages. Fortunately there has been 
no attempt on the part of commercial banks to contract out of their absolute responsi- 
bility to checking account depositors. As to exculpatory clauses where facsimile 
signatures are authorized see 1 id. 984 (1940). 
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discussion as any case in the field of negotiable instruments.* 
Yet it survived the growth of a banking business that gave the 
quietus to many rules of comparable tradition, found almost 
universal favor in the United States at common law as an ex- 
ception to the general rule that allows recovery of money paid 
under a mutual mistake of fact, was retained under the Negoti- 
able Instruments Law, and has been expressly incorporated 
into the Uniform Commercial Code*'—an enviable record for a 
decision whose raison d'etre has never ceased to be the subject 
of controversy. Of the variety of justifications that have been 
advanced over the years,” the two suggested at the beginning 
of this article are most convincing. The first is that the rule has 
a healthy cautionary effect on banks by encouraging care in the 
comparison of the signatures on “on us” items against those 
on the signature cards that they have on file. Prompt detection 
of the forgery and return of the dishonored check will often pre- 
vent loss, especially where the check has been taken from the 
forger for collection only, and although a detailed examination 
of every check may not be practicable for a bank that may pay 


83 See BRITTON, op. cit. supra note 82 at 614-19; Aigler, The Doctrine of Price 
v. Neal, 24 Micu. L. Rev. 809 (1926); Ames, The Doctrine of Price v. Neal, 4 Harv. 
L. Rev. 297 (1891); Comment, 62 YALE L.J. 417, 420 n.17 (1953). Lord Mansfield 
stopped the argument of counsel in the case “saying that this was one of those cases 
that could never be made plainer by argument.” 3 Burr. 1354, 1356, 97 Eng. Rep. 
871, 872 (K.B. 1762). And it may be that several centuries of argument have 
done little to make it plainer. 


84 UnirorM COMMERCIAL Cope § 8-418. 


85 Two of the most common explanations appear in curiously inconsistent com- 
ments to successive sections of the Uniform Commercial Code. Comment 3 to 
Unirorm COMMERCIAL Cope § 3-417 says that “the justification for the distinction 
between forgery of the signature of the drawer and forgery of an indorsement is 
that the drawee is in a position to verify the drawer’s signature by comparison with 
one in his hands, but has ordinarily no opportunity to verify an indorsement.” Com- 
ment 1 to UNtronm CoMMERCIAL Cope § 3-418 explains that 


The traditional justification for the result is that the drawee is in a su- 
perior position to detect a forgery because he has the maker’s signature and 
is expected to know and compare it; a less fictional rationalization is that it 
is highly desirable to end the transaction on an instrument when it is paid 
rather than reopen and upset a series of commercial transactions at a later 
date when the forgery is discovered. 


The Restatement of Restitution combines both of these in the statement that the rule 
of Price v. Neal “is in accord with mercantile convenience, supporting the finality of 
transactions with mercantile instruments in situations where ordinarily it is reason- 
ably possible for the payor to ascertain the fraud. Furthermore, the payee has sur- 
rendered the instrument.” ResTaTEMENT, Restrrution § 30, comment a (1937). 
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as many as several hundred thousand checks a day, the rule of 
Price v. Neal ensures that the bank has a lively interest not only 
in the rapid processing of checks but also in the detection of 
forgery and the reduction of forgery losses. Although this risk 
is covered by Clause D of the bankers blanket bond, experience 
rating retains the cautionary effect of the rule.** The second 
justification is that this very opportunity of the drawee to insure 
and to distribute the cost among its customers who use checks 
makes the drawee an ideal party to spread the risk through 
insurance. This argument, to be sure, is junior to the rule, 
since forgery insurance is a century and a half younger than Price 
v. Neal. Nevertheless, there is no question today that forgery 
bonds are adequate to cover loss due to the mistaken payment 
of forged checks. 


Nor is there doubt as to the inclusion of checks bearing 
forged indorsements under the words “forgery . . . of, on or in 
any check.” * But where the forger presents the check directly 
to the drawee for payment and is paid upon signing the name 
of the payee, it might be asked whether the loss is one that the 
insured drawee sustains “through” the forgery, since in this case 
the signature of the payee operates only as a means of identifi- 
cation and a receipt and is not required as a matter of law to 
discharge the drawee’s obligation to the drawer. Happily, 
this argument has not been followed in any case, although 
neither does it appear to have been suggested. 


86 Where the policy is issued in deductible form there is an additional incentive. 

87 The phrase “forgery or alteration of, on or in” was incorporated in bankers 
blanket bonds in 1951 so that they would continue to cover forged indorsements 
and certifications without specifically mentioning them as previous policies had done. 
See Dicest or BANK INsuRANCE 16a (1951). At one time coverage of the cashing 
bank against loss due to forged indorsements was limited to loss sustained “through 
the cashing by the Insured Bank . . . of any check or draft drawn upon tee 4 wr 4 
which shall bear the forged signature of any depositor of the Insured Bank as en- 
dorser.” See Eastern Exch. Bank v. Fidelity & Deposit Co., 245 N.Y. 340, 342, 157 
N.E. 260 (1927). (Emphasis added.) 


88 If payment is in fact made to the payee, the drawee may charge the drawer’s 
account even though it was made on a defective indorsement or without any indorse- 
ment. Kushelewitz v. National City Bank, 202 F. 2d 588 (2d Cir.), cert. denied, 
846 U.S. 816 (1953); Gilbert v. Chase Nat’l Bank, 108 F. Supp. 229 (S.D.N.Y. 
1952); see Untrorm CoMMERCIAL Cope §§ 3-201, 3-505, 3-603; Unrronm NeEcoTIA- 
BLE INSTRUMENTS Law §§ 49, 88. However, since the same may be said of payment 
to an assignee or transferee without indorsement, the logical extension of the argu- 
ment is that the drawee’s loss is never sustained through the forged indorsement, but 
always through payment to the wrong person. 
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The loss on checks bearing forged indorsements, in con- 
trast to that on forged checks, generally falls on the person who 
takes from the forger, regardless of whether the check is dis- 
honored or paid by mistake. The traditional basis for this has 
been that, although the drawee may not charge the drawer’s ac- 
count when it has paid by mistake over a forged indorsement,” 
it may recover the money from the person to whom it paid as 
money paid by mistake of fact,°° and bankers themselves have 
expedited this recovery by their practice of expressly guarantee- 
ing indorsements."" The result has been reaffirmed in the 
Uniform Commercial Code, which takes the further step of 
eliminating the necessity for express guarantees of prior indorse- 
ments by providing that each customer or collecting bank war- 
rants to the drawee bank that “he has good title to the instru- 
ment or is authorized to obtain payment or acceptance on be- 
half of one who has good title.” ” 


89 This is also subject to the exceptions mentioned in note 82 supra. For an ex- 
planation of the rule see Brirron, op. cit. supra note 82, at 661-78. It is not axio- 
matic, for the rule is different in both England and the civil law countries. 

Under the Uniform Codes on Bills of Exchange and Checks, which were 
drafted in Geneva in 1931 and 1932 and have been adopted in most of the 
civil law countries, a holder acquiring an instrument in good faith and with- 
out gross negligence by an uninterrupted series of indorsements has good title 
even in a case where the instrument was lost or stolen and one of the signa- 
tures forged. As a corollary to this rule, the drawee is bound only to examine 
the external regularity of the chain of indorsements and is discharged if he 
pays in good faith to a holder who can establish his title by an uninterrupted 
series of indorsements. 

Kessler, Forged Instruments, 47 Yate L.J. 863 (1938); see UNtrornm Law on BILis 
oF ExCHANGE AND Promissory Notes arts. 16, 40, in 143 L.N.T.S. 275 (1934); 
Untrorm Law on Cuegues arts. 21, 35, in 143 L.N.T.S. 8373 (1934). The English 
Bills of Exchange Act, 45 & 46 Vict. c. 61, § 60, lays down a similar rule applicable 
to drawees only. Concerning the effect of the Cheques Act, 1957, 5 & 6 Eliz. 2, 
c. 36, on English law, see 71 Harv. L. Rev. 1874 (1958). See also Farnsworth, 
Indorsement of Cheques in the United States, J. Bus. L. 392 (1959). 

9 Canal Bank v. Bank of Albany, 1 Hill 287 (N.Y. Sup. Ct. 1841), is the leading 
case; see Britton, op. cit. supra note 82, at 641-50 (1943). 

91 Near the end of the nineteenth century it was held that no recovery could be 
had for money paid by mistake from a collecting bank whose agency was disclosed, 
as by a restrictive indorsement, and that had paid over the proceeds to its principal. 
See National Park Bank v. Seaboard Bank, 114 N.Y. 28, 20 N.E. 632 (1889); Na- 
tional Park Bank v. Eldred Bank, 90 Hun 285 (N.Y. Sup. Ct. 1896). The result 
startled bankers, and in 1896 the New York Clearing House adopted a rule that its 
members should not clear paper bearing restrictive indorsements unless all endorse- 
ments were guaranteed by the Bank sending such paper. This resulted in the com- 
monly used stamp, “prior indorsements guaranteed.” The National Park Bank cases, 
however, involved a check that had been altered in amount, a defect not covered by 
a guarantee of prior indorsements. 

92 UniForM CoMMERCIAL Cope §§ 3-417, 4-207. 
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Although banks through Clause D, and mercantile establish- 
ments through the incoming check rider and comprehensive 
policies, can insure against the risk of forged indorsements, this 
solution does not serve the end of spreading risk through in- 
surance, for it allows the drawee bank to shift a loss, against 
which it will usually be insured under Clause D, to a party that 
may well be an uninsured mercantile establishment rather than 
a bank. Furthermore, the incoming check coverage available 
to merchants is limited to seventy-five per cent of the loss.” 
Arguably this allocation of loss is nevertheless desirable because 
of its cautionary effect on those who take checks for collection, 
for the banker or merchant who defers giving value until the 
check is paid by the drawee avoids risk on fictitious and no- 
account checks and overdrafts (because they are almost invari- 
ably dishonored) and on forged checks (because of Price v. 
Neal). Only the risk of forged indorsements, which does not 
vanish upon a payment by the drawee, dictates inquiry as to the 
right of ownership by one taking a check for collection. The 
added burden on mercantile establishments that are not insured 
is not great since their loss due to checks bearing forged in- 
dorsements is small compared to that due to fictitious and no- 
account checks and overdrafts, and it too can be minimized by 
limitation of the size of the checks that the merchant will cash. 
Expansion of the incoming check rider to include no-account 
checks and perhaps overdrafts would make it more attractive 
to merchants, would result in more widespread use of insurance 
and would have the indirect effect of increasing the number of 
checks bearing forged indorsements that are covered by in- 
surance. 


To these generalities on the allocation of loss due to forged 
indorsements, two exceptions are important—the fictitious payee 
rule and the impostor rule. The fictitious payee rule originated 
in the late eighteenth century as the result of a fraudulent 
scheme by which several English commercial houses sought to 

®3This was probably considered necessary to encourage the exercise of care by 
the insured, since the risk is not experience rated. See note 38 supra. It might be 
questioned whether the risk due to overdrafts and no-account checks, which are 
excluded from coverage, would not alone be sufficient inducement to take the same 


kinds of precautions, except in the rare cases where a merchant takes a check for 
collection from one who claims to be the owner. See text following this note. 
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give false credits to bills of exchange made out to and indorsed 
in the names of imaginary firms.” Its principal application to- 
day is to two situations involving check fraud by insiders; and 
if reported cases are a reliable index, most litigation over check 
forgery involves fraud by insiders, commonly by employees.” 
The first situation is that of the employee who is authorized to 
sign checks in his employer's name and who draws checks in 
favor of fictitious persons and obtains the proceeds by indorsing 
the name of the payee. Under the Negotiable Instruments Law 
the instruments are payable to bearer because “payable to the 
order of a fictitious or nonexisting person, and such fact was 
known to the person making it so payable.” °° It is immaterial 
that the indorsement was forged, since no indorsement was 
necessary, and the loss falls on the concern whose employee 
caused the loss rather than on the person who took the check 
from the employee.” The term “fictitious” is broadly construed 


to include the case where the name of a real person is used 
with no intention that that person ever received the check.” 


%4 The rule originated at a time when it was already accepted as a general rule 
that loss due to forged indorsements falls upon the purchaser of the check from the 
forger. Lenders of credit had conspired with the commercial houses and had drawn 
or accepted bills payable to imaginary firms and given them to these houses, which 
then indorsed them in the names of the imaginary firms and sold them to purchasers. 
The houses failed and the lenders of credit, when sued by the purchasers of the 
drafts, claimed that the indorsements were forged. They lost in a number of suits 
and or a variety of theories, the most durable of which was that a bill payable to a 
fictitious person is payable to bearer as against all parties who know that the payee 
is fictitious. See Minet v. Gibson, 3 T.R. 481, 100 Eng. Rep. 689 (K.B. 1789), aff'd, 
1 H. Bl. 569, 126 Eng. Rep. 326 (H.L. 1791). When the Bills of Exchange Act 
was passed in 1882, it provided that “Where the payee is a fictitious or non-existing 
person the bill may be treated as payable to bearer,” Bills of Exchange Act, c. 61, 
§ 7(3), and in 1891, in Vagliano’s Case, the House of Lords decided that this changed 
prior law so as to make knowledge of the fictitious character of the payee immaterial. 
See Bank of England v. Vagliano Bros., [1891] A.C. 107, reversing 23 Q.B.D. 243 
(1889). Section 9(8) of the Uniform Negotiable Instruments Law, which was pro- 
mulgated in 1896, rejects the rule in Vagliano’s Case. See text accompanying note 
96 = For a good discussion of this history see Comment, 18 U. Cu. L. Rev. 281 
(1951). 


95 Of the eighty-seven cases mentioned in note 5 supra, fifty-seven involved an 
insider of some sort: an employee, officer, agent, or partner in forty-seven; a trustee, 
broker, attorney, relative, or co-payee in ten. In twenty-six the culprit was a stranger, 
and in four the relationship was not disclosed. See also, Sutherland, Article 3—Logic, 
Experience and Negotiable Paper, 1952 Wis. L. Rev. 230, 241-45. 

96 UntrorM NEGOTIABLE INSTRUMENTs LAw § 9(3). 

97 E.g., Mueller & Martin v. Liberty Ins. Bank, 187 Ky. 44, 218 S.W. 465 (1920). 


98 E.g., Bourne v. Maryland Cas. Co., 185 S.C. 1, 192 S.E. 605 (1937). 
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In the second situation the disloyal employee is not authorized 
to draw checks, but instead obtains them by supplying fictitious 
names, often supported by false invoices or payroll records, to 
the authorized check signing officer. Here the result has tra- 
ditionally been different—the fictitious nature of the payee was 
not “known to the person making it so payable,” the instrument 
was not payable to bearer, and since the indorsement was forged 
the loss falls on the person who took the check from the em- 
ployee.”” Under this state of affairs it was a fairly simple matter 
for a concern to protect itself against such loss by appointing 
a single trusted signing officer covered by an adequate fidelity 
bond."” The distinction between the two situations was criti- 
cized, and bankers, particularly, saw injustice in allowing a large 
corporate depositor to insulate itself from loss due to check 
fraud by its own employees through this simple expedient. In 
1942 the American Bankers Association proposed its Fictitious 
Payee Act as an amendment to the Negotiable Instruments Law 
to make the instrument payable to bearer in the second situation 
as well as the first, and this provision has been adopted in about 
half the states.""* Under this amendment, a blanket or at least 


a schedule fidelity bond is needed to give the protection against 
check fraud by employees for which an individual fidelity bond 
on the authorized signing officer previously sufficed. In spite 
of figures that show that fidelity insurance is not widespread 
among eligible businesses,"” it may be reasonable to expect 
the larger concerns, which are particularly subject to this kind 


99 E.g., Security-First Nat'l Bank v. Bank of America Nat'l Trust & Sav. Ass'n, 
22 Cal. 2d 154, 187 P.2d 452 (1943). 


100 The requirement of cosigners is not effective against this risk, since it has been 
held that the intent of one of the cosigners is sufficient to invoke the fictitious payee 
rule. See Goodyear Tire & Rubber Co. v, Wells Fargo Bank & Union Trust Co., 
1 Cal. App. 2d 694, 37 P.2d 483 (Dist. Ct. App. 1934). But cf. Portland Postal 
Employees Credit Union v. United States Nat’] Bank, 171 Ore. 40, 135 P.2d 467 
(1943). Indeed the risk may be increased since the number of persons whose inten- 
tion may control is increased. See generally Brirron, op. cit. supra note 82, at 
711-14, 


101 This Act would amend § 9(3) of the Negotiable Instruments Law to read: 
“(3) when it is payable to the order of a fictitious or nonexisting or living person 
not intended to have any interest in it, and such fact was known to the person — 
it so payable, or known to his employee or other agent who supplies the name o 
such payee; or....” For a list of states that have adopted the act, see 2 Paton, 
Dicest or Leca Opinions 1867 (1942, Supp. 1957). 


102 See note 26 supra. 
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of depredation, to insure against the additional risk of the sec- 
ond situation, which otherwise would fall upon the mercantile 
establishments and banks that receive checks. The Uniform 
Commercial Code takes this position and, while abandoning the 
test of fictitiousness in favor of a requirement of an intent that 
the payee “have no interest in the instrument,” *”’ extends the 
rule to cover the case where an “agent or employee of the... . 
drawer has supplied him with the name of the payee intending 
the latter to have no such interest.” ** 

The depositors forgery bond would also protect the employer 
in these two situations if the signature in the name of the fic- 
titious payee was a “forgery.” One court has held that it is a 
forgery in the first situation.” It did not consider the possibility 
that the loss was not “sustained through” *” the forged in- 
dorsement because the instrument was payable to _bear- 
er and, as a matter of law at least, no indorsement 
was necessary." As a matter of practice, however, the 
employee could not have cashed the check without in- 
dorsing the name of the payee, and the Code changes the 
rule to require indorsement in the name of the payee as a matter 
of law.’** Since that decision, the depositors forgery bond has 
been revised to include loss that the insured “shall sustain 
through forgery ... on... any check . . . drawn in the name 
of the Insured, payable to a fictitious payee and endorsed in 

103 This is a distinct improvement in such cases as Callaway v. Hamilton Nat'l 
Bank, 195 F.2d 556 (D.C. Cir. 1952), in which a check made payable to a corpora- 


tion about to be formed was held to be payable to bearer because the drawer knew 
that the payee was “nonexisting.” 


104 Section 3-405. Impostors; Signature in Name of Payee. 

(1) An indorsement by any person in the name of a named payee is effective if . . . 

(b) a person signing as or on behalf of a maker or drawer intends the payee to 
have no interest in the instrument; or 

(c) an agent or employee of the maker or drawer has supplied him with the 
name of the payee intending the latter to have no such interest. 


105 Cutler v. Fidelity & Deposit Co., 15 Cal. App. 2d 759, 60 P.2d 150 (Dist. Ct. 
App. 1936). In this case a partnership was allowed to recover under a depositors 
forgery bond for the loss caused by an employee who, being authorized to sign checks, 
drew them to the order of a fictitious payee and indorsed them in that name. 

106 The policy then insured “against any losses . . . which may be sustained 
through the payment . . . by the insured . . . or by any such bank: . . . of any 
check . . . upon which the signature of any endorser thereof shall have been 
forged... .” 

107 Compare the argument in note 88 supra. 

108 See note 104 supra. 
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the name of such fictitious payee,” **”’ making it clear that the 
insured is protected in both situations without regard to the 
state of the law as to fictitious payees."° However, the right of 
the insurer to be subrogated to the insured’s rights against the 
drawee in the second situation will depend, at least in part, on 
the state of the fictitious payee rule." The definition of forgery 
in the bankers blanket bond has been similarly revised,’ but 
the incoming check rider to the depositors forgery bond has 
not been changed,’ presumably because the person who takes 
the check from the forger ultimately suffers no loss on a check 
that comes within the fictitious payee rule, for even if it is dis- 
honored he can recover from the drawer. However it is not 
clear that this precludes an interpretation of “forgery” in the 
rider to cover indorsements in the names of fictitious payees, 
as that word was interpreted under the depositors forgery bond 
before its revision, so that recovery might still be possible under 
the rider if the insured does not wish to pursue his remedy 
against the drawer. 

At least in terms of reported cases, check fraud by confi- 
dence men is second only to that by insiders** and in many 
situations involves impostors. Under the impostor rule, when 
one person, posing as another, induces the drawer to issue a 
check in favor of the person impersonated, the impostor’s in- 
dorsement in the name of the payee is effective and the loss 
falls on the drawer rather than on the person who took from 
"109 See note 35 supra. This was part of the 1951 revision. See note 87 supra. 
Clause (c), relating to payroll checks and similar instruments payable to bearer is 
something of a mystery. I understand that it was inserted at the request of insureds, 


beginning with a specific case in 1940. It appears to be significant only where a 
bearer instrument is stolen from the insured drawer before delivery to the employee. 
110 Note that the clause is broader than any form of the fictitious payee rule in 
vogue in this country since it makes no mention of knowledge or intent on the part 
of the drawer or his agent or employee. It requires that the instrument be “endorsed 
in the name of such fictitious payee,” a requirement that is contained in UNtronm 
ComMeErciAL Cope § 8-405 and is met in practice in virtually all cases. 

111 The other questions upon which the right of an insurer to subrogation may 
depend is whether its equity is superior to that of the drawee. This is the subject 
of the next section of this article. Should subrogation be denied, the greater breadth 
of the clause in the bond would allow the insured to shift to the insurer a loss that 
it could not pass along to the drawee. See text at note 195 infra. 

112 See note 33 supra. 

113 See note 38 supra. 


114 Of the twenty-six cases mentioned in note 95 supra in which the culprit was 
a stranger, seventeen involved confidence men. See Sutherland, supra note 95. 
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the forger.''’ The orthodox rationale is that the drawer has a 
“double intent,” both to pay the impostor and to pay the person 
impersonated, and the former intent is considered dominant. 
This reasoning has been properly characterized as “arbitrary, 
unrealistic and unconvincing,” and it has been suggested instead 
that the rule is grounded in “the policy in favor of the free cir- 
culation of negotiable paper.” ’ This suggestion is no more 
convincing, for it is doubtful that a rule applicable to such a 
small proportion of all bad checks has any appreciable impact 
on circulation. it may have some slight cautionary effect upon 
drawers of checks, but it is questionable whether the rule is 
sufficiently well known to be felt in most instances. Unlike the 
situations encompassed by the fictitious payee rule, there is no 
probability that the drawer who falls victim to an impostor will 
be a business of some size, which could be expected to insure, 
and indeed the opposite is frequently true, so that the impostor 
rule often throws a sizeable loss upon an individual drawer for 
whom forgery insurance is not a practical alternative." But 
in spite of these objections the rule is well established and has 
been incorporated in the Uniform Commercial Code.* 


Since an impostor is typically a stranger,’” the loss that he 
causes is usually not covered by even a blanket fidelity bond. 
It would, however, be covered by the the depositors forgery 
bond or Clause D of the bankers blanket bond, for an indorse- 
ment in the name of the payee has been held to be a forgery 
under a policy of forgery insurance, even though it was effec- 


115 E.g., Russell v. Second Nat’l Bank, 136 N.J.L. 270, 55 A.2d 211 (Ct. Err. & 
App. 1947). 

116 Dartmouth Nat’l Bank v. Keene Nat’l Bank, 99 N.H. 458, 460-61, 115 A.2d 
316-18 (1955). For criticism of the imposter rule generally see Abel, The Imposter 
Payee: Or Rhode Island Was Right, 1940 Wis. L. Rev. 161, 363. 

117 See, e.g., Russell v. Second Nat’] Bank, 136 N.J.L. 270, 55 A.2d 211 (Ct. Err. 
& App. 1947), in which a retired school teacher sustained such a loss. 


118 SecTION 3-405. Impostors; Signature in Name of Payee. 

(1) An indorsement by any person in the name of a named payee is effective if 

(a) an impostor by use of the mails or otherwise has induced the maker or 
drawer to issue the instrument to him or his confederate in the name of the payee; 
ae 
119 In Atlantic Nat’] Bank v. United States, 250 F.2d 114 (5th Cir. 1957), how- 
ever, a United States deputy tax collector who had obtained 109 tax refund checks 
from his employer was held to be an impostor within the rule. 
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tive to pass title to the instrument.” This result has now 
been confirmed by revision of these bonds to include expressly 
a check “procured in a face to face transaction with the Insured, 
or with one acting as agent of the Insured, by anyone imperson- 
ating another and made or drawn payable to the one so imper- 
sonated and endorsed by anyone other than the one so im- 
personated.” ** The requirement of a “face to face transaction” 
is an undesirable limitation of coverage in jurisdictions that have 
taken the view that the impostor rule is applicable even though 
the impersonation is by mail or by telephone,” and this in- 
cludes states that have adopted the Uniform Commercial Code, 
which expressly includes impersonation “by use of the mails or 
otherwise.” *** But it is arguable that the specific language of 
the policy is not exhaustive, so that coverage should extend to 
a mail or telephone impersonation if this would have been so 
absent this language.** Nevertheless the defect in coverage 
should be cured by eliminatoin of the requirement of a “face 
to face transaction.” The exception of indorsements by the 
person impersonated is also unfortunate, since such an indorse- 
ment is probably ineffective and may cause loss as might any 
forged indorsement.*” The incoming check rider contains no 
provision as to impostors because the person who takes the 
check ultimately suffers no loss under the impostor rule, but 
again, as in the case of fictitious payees, this does not eliminate 
the possibility of a judicial definition of “forgery” to cover a 
signature in the name of the person impersonated. 


Loss due to altered checks is specifically covered by forg- 


120 United States Guar. Co. v. Elkins, 106 F.2d 136 (3d Cir.), cert. denied, 308 


U.S. 616 (1939). 
121 See note 35 supra. This was part of the 1951 revision. See note 87 supra. 


122 There is a conflict on this point. See Brirron, op. cit. supra note 82, at 
720-22. 


123 See note 118 supra. 


12+ Signature in the name of the payee in a mail impersonation case was held 
to be the crime of forgery in Kitchens v. United States, 272 F.2d 757 (10th Cir. 
1959). For cases holding that the situation in the Kitchens case comes within the 
impostor rule, see United States v. Bank of America Nat’! Trust & Sav. Ass’n, 274 
F.2d 366 (9th Cir. 1959); Atlantic Nat’] Bank v. United States, 250 F.2d 114 (5th 
Cir. 1957). 


125 Cf. Schweitzer v. Bank of America Nat’] Trust & Sav. Ass’n, 42 Cal. App. 2d 
536, 109 P.2d 441 (Dist. Ct. App. 1941). 
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ery policies.*° Traditionally, this loss, like that due to forged 
indorsements, falls on the person who takes from the forger, 
since the drawee is entitled to restitution of money paid by 
mistake on an altered check, although there is some authority 
to the contrary." However recovery has been neither as simple 
nor as sure as in the case of a forged indorsement because the 
collecting bank's guarantee of prior indorsements does not cover 
alterations, and the drawee can not get restitution from a col- 
lecting bank whose agency was disclosed by a restrictive in- 
dorsement if the latter has already paid over the proceeds to its 
principal when notified of the alteration.** The Uniform Com- 
mercial Code allows a drawee to recover and remedies this de- 
ficiency as to collecting banks by including in the collecting 
bank’s warranties a warranty that the item has not been material- 
ly altered.’ The risk to bankers is covered by Clause D of the 
bankers blanket bond and the risk to mercantile establishments 
by the incoming check rider to the depositors forgery bond, al- 
though, as noted previously, most merchants do not have this 
protection. 


In spite of the merchant’s opportunity to limit his risk by 
restricting the size of checks that he will take, there is one situa- 
tion in which his best efforts may not suffice to avert substantial 
loss due to altered checks or checks bearing forged indorse- 
ments. Although it is not a primary purpose of this article to 
suggest revisions in existing rules that allocate loss, one such 
digression may be in order here. Suppose that an insider in a 


126 See notes 33, 34, 38 supra. But cf. Frederick Hotel Co. v. National Sur. Co., 
113 W. Va. 609, 169 S.E. 327 (1933), in which plaintiff's clerk drew his $5 personal 
check to plaintiff's order, had it indorsed by plaintiff (for the clerk’s accommoda- 
tion), raised it to $595, and cashed it at plaintiff's bank. When it was dishonored 
by the drawee for insufficient funds, the amount was charged back to plaintiff's 
account. It was held that plaintiff's depositors forgery bond did not cover the loss 
because the alteration was not on a check drawn by the insured as required by the 
bond. See note 35 supra. 

127 In Brirron, op. cit. supra note 82 at 650-60, it is suggested that there is un- 
certainty as to the continuance of this rule under UNtrorm NEGOTIABLE INSTRUMENTS 
Law § 62, and in Kansas Bankers Sur. Co. v. Ford County State Bank, 184 Kan. 529, 
338 P.2d 309 (1959), the court rejected the rule and held that the bank could not 
recover money paid on an altered check. The comparable problem as to checks 
bearing forged indorsements is discussed in the text at note 93 supra. 


128 See the history of the guarantee in note 91 supra. 


129 UniFoRM COMMERCIAL Cope § 4-207(1)(c). See also UNrrorm CoMMER- 
ciaL Cope § 3-417(1)(c). 
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large concern mulcts his employer over a period of years on a 
series of altered checks or checks bearing forged indorsements, 
all of which are cashed by the same merchant and are paid by 
mistake by the drawee.’*’. Since no duty rests on the drawee 
to discover forged indorsements or alterations, it is not barred 
from recovery from the merchant by its delay in giving notice 
of the forgery or alteration unless the delay occurred after the 
bank itself had notice." And recovery is not on the merchant's 
engagement as indorser, so that the prompt notice required to 
charge an indorser on his engagement is not a condition of 
liability.°* The only time limit on the drawee’s action is the 
statute of limitations, which begins to run at the time of the mis- 
taken payment, regardless of whether the action is for money 
paid by mistake of fact’** or on an express guarantee of prior 
indorsements,™ although the length of the period may depend 


130 As indicated in note 76 supra, there were at least five such instances among 
the 87 reported cases studied. It could not always be determined who had taken 
the check from the forger. Totals taken by one person in these five instances were: 
$4,637 by a bar on forty-two checks; $6,955 by a restaurant on thirty-four checks; 
$6,432 by a restaurant on thirty-five checks; $6,005 by an individual on “many” 
checks; and an undisclosed total by a liquor store on thirty pay checks. 

131 Canal Bank v. Bank of Albany, 1 Hill 287 (N.Y. Sup. Ct. 1841); see Brrrron, 
op. cit. supra note 82, at 647. And even where the bank delays after it has notice, 
the burden of proving loss as the result of the delay may be upon the person who 
took from the forger and may not be easy to sustain. See Clearfield Trust Co. v. 
United States, 318 U.S. 363 (1943); Fulton Nat’] Bank v. United States, 197 F.2d 
763 (5th Cir. 1952). See also Unrrorm CommenrctaL Cope § 4-207(4), under 
which the person who took from the forger would also appear to have the burden 
of proving the loss. 

132 The engagement of an indorser under UNiFoRM NEGOTIABLE INSTRUMENTS 
Law § 66 runs only to holders and not to the drawee. Furthermore, the check has 
not been dishonored as required under the engagement in § 66. The warranties of 
§ 66 run only to “subsequent holders in due course.” 

133 State Nat’l Bank v. Beacon Trust Co., 267 Mass. 355, 166 N.E. 837 (1929). 


134 Fourth Nat’] Bank v. Gainesville Nat’l Bank, 80 F.2d 490 (5th Cir. 1935), 
cert, denied, 297 U.S. 720 (1936); United States v. Fidelity-Baltimore Nat'l Bank & 
Trust Co., 166 F. Supp. 1 (D. Md. 1958). The same rule was applied in an action 
under § 4 of the Bank Collection Code, which provides that an indorsement “pay 
any bank or banker” shall “constitute a guaranty by the indorser to all subsequent 
holders and to the drawee or payor of the genuineness of and the authority to make 
prior indorsements and also to save the drawee or payor harmless in the event any 
prior indorsement appearing thereon is defective or irregular in any respect.” See 
Mount Vernon Trust Co. v. Federal Reserve Bank, 182 Misc. 7, 45 N.Y.S.2d 316 
(Sup. Ct. 1943), aff'd, 267 App. Div. 882, 46 N.Y.S.2d 450 (2d Dep’t 1944), aff'd, 
293 N.Y. 654, 56 N.E.2d 254 (1944). But where a Federal Reserve bank, as col- 
lecting bank, sued a prior collecting bank that was a member of the Federal Reserve 
System on its agreement contained in Federal Reserve Regulation to “indemnify” the 
former for loss that it sustained as the latter’s agent, it was held that the statute of 
limitations did not begin to run unti] the former was compelled to make good the loss. 
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on the nature of the action. Under the Uniform Commercial 
Code the merchant’s risk is reduced somewhat if the drawee, 
as is usually the case, makes a statement with cancelled checks 
available to the employer, its depositor. The depositor then 
has only one year from the time of return, in the case of an 
altered check, and three years in the case of a check bearing a 
forged indorsement to report the forgery to the drawee,"” and 
if the depositor is barred by the lapse of time from asserting his 
rights against the drawee, the drawee is also precluded from 
recovery against the merchant or any collecting bank.” Never- 
theless, within these broad limits the merchant who takes a 
series of checks from the employee may find that the aggregate 
loss that he must shoulder greatly exceeds both his self-imposed 
limit and the amount that he can absorb in the normal course 
of business. Expansion of the fictitious payee rule would take 
the burden off the merchant in many of these cases, and the 
simple solution to the remainder lies in legislation denying a 
drawee the right to recover unless it gives notice to the person 
paid within a specified and relatively short period of time after 


See Federal Reserve Bank v. Atlanta Trust Co., 91 F.2d 283 (5th Cir.), cert. denied, 
302 U.S. 738 (1937); Note, 47 Yate L.J. 827 (1938). 


135 UnirFoRM COMMERCIAL Cope § 4-406(4). 


136 UnirorM COMMERCIAL Cope § 4-406(5). A number of states now have 
statutes that require the drawer to notify the drawee within a statutory period after 
the return of the vouchers in the case of altered checks, and a few have similar 
statutes in the case of checks bearing forged indorsements. See 2 Paton, DicEst 
or Lecat Opinions 1882 (1942, Supp. 1959). However, these have been con- 
strued to be for the benefit of the drawee, so that it can waive the statutory protec- 
tion, recredit the drawer’s account, and recover from the person paid. See National 
Sur. Corp. v. Federal Reserve Bank, 188 Misc. 207, 70 N.Y.S.2d 636 (N.Y. Munic. 
Ct.), affd, 188 Misc. 218, 70 N.Y.S.2d 642 (App. T. 1946); cf. Fallick v. Amal- 
gamated Bank, 232 App. Div. 127, 249 N.Y.S. 238 (1st Dep’t 1931). But cf. Travel- 
er’s Indem. Co. v. Szymanski, 207 Misc. 130, 186 N.Y.S.2d 790 (Sup. Ct. 1954). 
Unirorm ComMMERCIAL Cope § 4-406(5) was inserted in the 1957 edition of the 
Code to reject this rule (see 1952 Orricia, Drarr oF THE UNiFoRM COMMERCIAL 
Cope, Supp. No. 1, at 31, 32 (1955)), after objection by a sub-committee of the 
New York Clearing House: “Both the present N.Y. law and Section 4-406 [of the 
1952 edition] put the drawee bank in the position of determining whether the loss 
shall fall upon the drawer or the presenting bank. Under present law the drawee 
has the right to be arbitrary in making such decision, which can be, and is, an em- 
barrassing position.” 1 Report OF THE LAw Revision ComMISssION FoR 1954 AND 
Recorp oF HEARINGS ON THE UNIFORM COMMERCIAL CovE 299 (N.Y. Legis. Doc. 
No. 65, 1954). 
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payment, e.g., three months." This would shift to the drawee, 
which can be expected to insure, much of the loss due to con- 
tinuing schemes that can be neither anticipated nor limited by 
the ordinary business, and also, incidentally, some of the loss due 
to isolated instances of forgery or alteration, with no substantial 
impairment of the cautionary effect of the rule that allows re- 
covery and with no lessening of its certainty.* 


It has already been pointed out that the ultimate loss on 
forged and altered checks and checks bearing forged indorse- 
ments will generally fall either on the person who took from the 
forger or on the drawee. It will fall on the drawer only under 
exceptions to the fundamental rules for allocation of loss. The 
fictitious payee and impostor rules are two such exceptions. A 
third exception precludes a drawer who was negligent in draw- 
ing the check"” or in examining his return vouchers’ from 
asserting the forgery or alteration against the drawee or a good 
faith purchaser of the check.’ But if the drawer is insured 
under a depositors forgery bond, his negligence should not pre- 
vent his recovery from the insurer, under the general principle 
of indemnity insurance that the insured is not precluded from 
recovery from the insurer merely because the loss was occasion- 
ed by his own negligence, provided that there was no fraud 
and no agreement to the contrary.” The policies are silent on 
this point. In states that have adopted the Uniform Commercial 
Code, and in many others as well, the drawer is barred from 
contesting the drawee’s right to charge his account if he has 
not notified the drawee of the forgery or alteration within a 


137 For an example of a somewhat similar statute see Fulton Nat'l Bank v. United 
States, 197 F.2d 763 (5th Cir. 1952). Appropriate provision would have to be made 
for notice from one collecting bank to prior collecting banks. 

138 And after the lapse of several months any advantage in pursuing the forger 
that the person who took from the forger had by virtue of his dealings may well 
have dissipated. 

139 See Unrrorm CoMMERCIAL Cope § 38-406. 

140 See UNrronM CoMMERCIAL Cope § 4-406. 

141 The Uniform Commercial Code rejects decisions which have held that the 
maker of a note owes no duty of care to the holder because at the time the instru- 
ment is drawn there is no contract between them. By drawing the instrument and 
“setting it afloat upon a sea of strangers” the maker or drawer voluntarily enters into 
a relation with later holders which justifies his responsibility, UNnrorm CoMMERCIAL 
Cope § 3-406, comment 2. 

142 VaNncE, INsuRANCE 91 (3d ed. by Anderson, 1951). 
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statutory period after return of his vouchers,"** and so he may 
bear the ultimate loss regardless of his own negligence. Here, 
too, the drawer is protected under the depositors forgery bond. 
OF course in states where the drawer may ratify the forgery or 
alteration, ratification would preclude recovery from the in- 
surer.'** 


C. Unauthorized Checks and Checks Bearing Unauthorized 
Indorsements 

Loss due to unauthorized signatures is allocated in essential- 
ly the same way as that due to forged signatures:"*’ that on un- 
authorized checks, as on forged checks, generally falls on the 
drawee if the check is paid by mistake and on the person who 
took from the wrongdoer if it is dishonored; that on checks 
bearing unauthorized indorsements, as on checks bearing forged 
indorsements, generally falls on the person who took from the 
wrongdoer. The controversy that has arisen has not been over 
these rules, but rather over coverage of the loss by existing 
forgery policies, and as to this there has been considerable liti- 


gation. 


In criminal cases in which one person fraudulently claimed to 
sign as the agent of another but lacked authority to do so, a 
distinction has been made between the situation where the 
offender simply signed the name of his principal without adding 
his own name and an indication of agency, and that where he 
signed his own name as well and the instrument shows on its 


143 UniFoRM COMMERCIAL Cope § 4-406(4). Other statutes are collected in 2 
Paton, Dicest oF Lecat Opinions 1882-85 (1942, Supp. 1959). 


144 This is because of the usual qualification that the insured must not have im- 
paired the rights of the insurer against third persons. Thus in Aetna Cas. Co. v. 
Phoenix Co., 285 U.S. 209 (1932) the insured bank was denied recovery on a 
forgery bond for loss caused by its payment where by recrediting the drawer’s account 
the insured was held to have stated an account and relinquished any defense based 
on the depositor’s negligence. 


The Uniform Commercial Code “settles the conflict which has existed in the 
decisions as to whether a forgery may be ratified” by providing that it may be. See 
UnirorM CoMMERCIAL Cope § 3-404(2) and comment 3. 


145 The collecting bank’s guarantee of prior indorsements includes unauthorized 
indorsements, and § 4 of the Bank Collection Code makes it clear that the guarantee 
implied by that section applies to “authority” as well as “genuineness.” The same 
is true of the warranties of UNrronm CoMMERCIAL Cope §§ 3-417(1)(a), 4-207 


(1)(a). 
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face that he signed as agent. While the first is forgery,’ the 
second is said not to be forgery, because the instrument bears 
the genuine signature of the person, the agent, who appears by 
the face of the instrument to have signed, even though his 
authority is misrepresented." Most cases of check fraud by 
misrepresentation of authority are of this latter sort since they 
involve signatures on behalf of a corporation or other business 
entity under such circumstances that the agency is customarily 
indicated on the instrument. The consequence of carrying over 
this distinction to the interpretation of forgery bonds would 
therefore be the exclusion from coverage of most instances of 


this kind of check fraud. 


The case of Dexter Horton Nat'l Bank v. United States Fid. 
§ Guar. Co.** made just this distinction in defining forgery 
under a bankers blanket bond. Checks payable to Crenshaw & 
Bloxom, a depositor of the insured bank, were indorsed “Cren- 
shaw & Bloxom, H. N. Howe, Cashier” and were cashed by the 
insured for Howe, whose authority, as shown by a corporate 
resolution on file with the bank, was limited to the deposit of 
checks for his employer’s account. Howe appropriated the 
proceeds, and the insured sought to recover under the bond 
claiming that the indorsements were forged. The court refused 
to allow recovery on the ground that “forgery” did not include 
a writing that was exactly what it purported to be, even though 
it might, directly or by inference, have stated an untruth with 
respect to authority. It said that the word had been used in its 
“general and popular sense rather than with specific reference 
to some statutory definition,” but added that its decision would 
have been the same under the technical meaning of “forgery.” *” 


146 See 2 Warton, Criminat Law AND ProcepureE §§ 625, 626 (Anderson ed. 
1957). 


147 See, e.g., Mallory v. State, 179 Tenn. 617, 168 S.W.2d 787 (1943); People 

v. Bendit, 111 Cal. 274, 43 Pac. 901 (1896); Mann v. People, 15 Hun 155 (N.Y. 

App. Div. 1878), aff'd, 75 N.Y. 484 (1878). Cases are collected in Annot., 41 A.L.R. 

229 (1926). Wisconsin has changed the common-law rule by statute, see Wis. 

ey Ann. § 943.38(1) (1958), as has England, see Forgery Act, 1913, 3 & 4 Geo. 
, ce 27,81. 


148 149 Wash. 3438, 270 Pac. 799 (1928). 
149 Td, at 350-51, 270 Pac. at 802. 
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Cases in other jurisdictions have reached the same result solely 
on the basis of the criminal law of the place where the act oc- 
curred, without invoking a general or popular definition.’” 


An argument for the exclusion of unauthorized signatures 
can be made on the ground that the party who must ultimately 
bear the loss frequently has or should have in his own hands 
the means of determining the lack of authority and need suffer 
no loss if he exercises due care in this regard. The drawee, 
who must bear the loss if it pays an unauthorized check by mis- 
take, should be able to determine the scope of the authority from 
a signature card, power of attorney, partnership certificate, or 
corporate resolution that it ought to have on file. When an un- 
authorized check is dishonored by the drawee after having been 
cashed by a merchant or bank, the loss will fall on the merchant 
or bank, which usually has no comparable indication of the lack 
of authority; but this is more likely to affect the merchant than 
the bank, for the latter can protect itself against this risk by 
taking for collection only, and even for the merchant such 
checks are rare compared with the other kinds of bad checks 
for which he can not obtain incoming check coverage. More 
common are instances of checks bearing unauthorized indorse- 
ments, exemplified by the Dexter Horton Bank case, where an 
officer or employee of a firm named as payee has indorsed with- 
out authority and appropriated the proceeds; and loss can be 
avoided on these by observance of the partnership certificate or 
corporate resolution on file and refusal to take checks indorsed 
on behalf of a firm without such proof of authority. Indeed, it 
has been held to be negligent for a bank to cash checks on the 
indorsement of an officer of the payee without taking steps to 
determine his authority,’ and the same has been said of a 


150 Torrance Nat’l Bank v. Aetna Cas. & Sur. Co., 251 F.2d 666 (9th Cir. 1958); 
Bank of Detroit v. Standard Acc. Ins. Co., 245 Mich. 14, 222 N. W. 134 (1928); cf. 
Fitzgibbons Boiler Co. v. Employers’ Liab. Assur. Corp., 105 F.2d 893 (2d Cir. 
1939). 


151 Of the eighty-seven cases mentioned in note 5 supra, one involved an unau- 
thorized check and eight involved checks bearing unauthorized indorsements. In six 
of these eight, the indorsements were made by officers or employees of the payee. 
Often the officer or employee has authority only to deposit checks and exceeds this 
authority. 


152 Security Fence Co. v. Manchester Fed. Sav. & Loan Ass’n, 101 N.H. 190, 136 
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drawee bank that paid on a similar indorsement.’* If the con- 
sequence has been to discourage the collection of checks pay- 
able to firm names except through a bank with which the payee 
does business, it is hard to-see that this has unduly impaired the 
circulation of checks or caused hardship to firm payees. 


The leading case to the contrary is Quick Serv. Box Co. v. St. 
Paul Mercury Indem. Co.,’* and although this minority view 
has been criticized’” it is not without support in other de- 
cisions."** In that case the insured’s office manager obtained 
the signature of its vice president on blank checks, made them 
out to cash, countersigned them, received payment from the 
drawee, and appropriated the proceeds. He had a limited 
authority to countersign checks, which did not extend to checks 
payable to cash for either the amounts or the purposes involved. 
In allowing recovery under the insured’s forgery bond, the 
court relied on general definitions of forgery in criminal law, 


A.2d 910 (1957); cf. Rivers v. Liberty Nat'l Bank, 185 S.C. 107, 183 S.E, 210 
(1926). 

153 Blacker & Shepard Co. v. Granite Trust Co., 284 Mass. 9, 14, 187 N.E. 53, 
54-55 (1933) (dictum). Unirorm CommerciaL Cove § 8-5051(b) gives the 
drawee the right to require “reasonable identification of the person making present- 
ment and evidence of his authority to make it if made for another.” 


154 95 F.2d 15 (7th Cir. 1938). 


155 Fitzgibbons Boiler Co. v. Employers’ Liab. Assur. Corp., 105 F.2d 893, 896 
(2d Cir. 1939). 


156 See Schramm v. Metropolitan Cas. Ins. Co., 224 App. Div. 573, 231 N.Y. 
Supp. 554 (1st Dep’t 1928). The Quick Service Box case was reaffirmed in Security 
Nat'l Bank v. Fidelity & Cas. Co., 246 F.2d 582 (7th Cir. 1957), where the court 
that decided the Quick Service Box case gave a broad interpretation to Clause E of the 
bankers blanket bond. The line of cases dealing with Clause E is discussed in Maurice, 
Forgery in the Law of Insurance, 76 Banxinc L.J. 737 (1959). The problem is 
whether Clause E covers loss due to a fraudulently issued document, such as a 
warehouse receipt that has no goods behind it, that nevertheless bears the genuine 
signature of the issuer. It was held in Provident Trust Co. v. National Sur. Corp., 
44 F. Supp. 514 (W.D. Pa. 1942), aff'd, 188 F.2d 252 (8d Cir.), cert. denied, $21 
U.S. 790 (1943) that such a document was forged within the meaning of a forgery 
policy. The language of Clause E now requires, however, that the document be 
“counterfeited or forged as to the signature of the maker . . . or as to the signature 
of any person signing in any other capacity.” (Emphasis added.) See note 34 
supra, Nevertheless in the Durand Bank case the court held that Clause E covered 
a loss due to fraudulent assignment of non-existent accounts, although the assign- 
ments bore the genuine signature of the borrower's president. In Fidelity Trust Co. 
v. American Sur. Co., 268 F.2d 805 (3d Cir. 1959), a similar case, the court recog- 
nized that the assignments were not “forged as to the signature,” but held that they 
were “counterfeited.” Contra, Pasadena Inv. Co. v. Peerless Cas. Co., 132 Cal. App. 
2d 328, 282 P.2d 124 (Dist. Ct. App. 1955). 
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but concluded that the term included “the making or altering 
with intent to defraud, of any writing or printing so as to cause 
the alteration or execution [to] purport to be the valid act of 
a person, which it is not.”**’ This statement is, of course, true 
with respect to the use of the term for the purpose of allocating 
loss. For example, unauthorized checks have been treated as 
“forged” under a statute relieving the drawee of liability to the 
drawer for payment of a “forged check” unless the drawee is 
notified within a statutory period.’ 


The fact that the means are or should be available in most 
instances to prevent loss on unauthorized signatures has not 
proved sufficient to eliminate loss in the past.’ As Mr. Justice 
Story wrote with some understatement over a century ago, 
“there is nothing unreasonable, unjust, or inconsistent with 
public policy, in allowing the insured to insure himself against 
all losses from any perils not occasioned by his own personal 
fraud.” * Certainly the conflict in decisional law should be 
laid <o rest by the inclusion of an express provision in the policies 
on unauthorized checks and checks bearing unauthorized in- 
dorsements, and when this is done it would be well to consider 
whether express coverage of unauthorized signatures would not 
be a desirable addition to forgery bonds. 





15795 F.2d at 16. As an afterthought the court remarked that the result was 
in accord with the statutory provisions of New York defining forgery. Id. at 17. This 
statement is probably incorrect. Mann v. People, 15 Hun 155 (N.Y. App. Div. 
1878), affd, 75 N.Y. 484 (1878); Fitzgibbons Boiler Co. v. Employers’ Liab. Assur. 
Corp., 105 F.2d 898, 895 (2d Cir. 1939) (dictum). 


158 Barrett v. Continental Ill. Nat’] Bank & Trust Co., 2 Ill. App. 2d 70, 78, 118 
N.E.2d 631, 635 (1954) (dictum). 


159 The six cases of checks bearing unauthorized indorsements mentioned in note 
151 supra, involved a total of $35,950. The one unauthorized check case involved 
one check for $217,500. 


160 Waters v. Merchants’ Louisville Ins. Co., 36 U.S. (11 Pet.) 218, 221 (1837). 


(To be continued) 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 





Banks Not Liable Where President and Sole 
Shareholder Used Corporate Funds for Non 
Corporate Purposes 


The trustee in bankruptcy of a bankrupt corporation brought 
suit against Bankers Trust Company, the bank in which the 
corporation had its account, and First National City Bank, the 
recipient of a corporate check in payment of the individual in- 
debtedness of the president and sole shareholder of the bank- 
rupt corporation. 


Three transactions were involved. In the first, Lew, the 
president, presented four corporate checks drawn to the order 
of Bankers and received in return four cashiers’ checks in 
equivalent amounts drawn to the order of four persons (two of 
whom had the last name of “Lew”) to whom the corporation 
was not indebted. 


The second transaction involved a corporate check drawn 
on Bankers by Lew and sent to First National City in part 
payment of a personal obligation by Lew to First National City. 
The check bore on its reverse side Lew’s notation that it was to 
be credited to his account at First National City. 


The third transaction complained of involved a corporate 
check drawn by Lew to his own order and cashed by Bankers. 
The third transaction rendered the corporation insolvent. 

The court granted summary judgment to the two banks. As 


to the first transaction, the corporation had no cause of action 
since, Lew, the sole shareholder, had ratified his own actions, 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1210. 
859 
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and no cause of action arose in the creditors of the corporation 
because the first transaction did not render the corporation in- 
solvent. 

As to the second transaction, the court held that the form 
of the check put First National City on inquiry but that since 
inquiry would have revealed that Lew was authorized to draw 
corporate checks and that the corporation was not then solvent 
no cause of action arose in the trustee in bankruptcy. 

Although the third transaction rendered the corporation in- 
solvent the court held that Bankers was not liable to the 
trustee since there was on file the usual corporate resolution 
authorizing the drawee bank to honor checks even if drawn by 
the president to his own order and under Section 95 of the New 
York Negotiable Instruments Law no duty of inquiry was im- 
posed upon Bankers. Field v. Lew, United States District Court, 
E. D. New York, 184 F.Supp. 23. The opinion of the court 
follows: 


ZAVATT, D.J.—This is an action by a trustee in bankruptcy against, 
inter alios, the president of the bankrupt corporation who it is alleged 
used corporate funds for his own purposes, the bank in which the cor- 
poration had its account (Bankers Trust Company) and it is alleged 
participated in the conversions, and another bank (First National City 
Bank of New York) that accepted a corporate check and applied the 
same to the individual indebtedness of the president of the corporation 
to that bank. The matter is before the court on motions and cross 
motions for summary judgment which involve only the trustee and the 
two banks." 

The complaint describes three transactions which it is claimed render 
the defendant banks liable to the trustee. The facts, as they appear in 
the complaint and the answers thereto, various moving papers with 
supporting affidavits, depositions, and exhibits, are not in dispute on the 
material issues, and are as follows: 

Giant Outlet Market, Inc., the bankrupt corporation, operated a 
farmers’ market in leased premises at Rockaway Avenue in Brooklyn, 


1 There are three motions: 

1, By the trustee for summary judgment against both banks on claims one and 
two of the complaint. 

2. By the depository bank, Bankers Trust Co., for dismissal of the complaint. 
Since the motion is supported by affidavits and depositions, it may be considered 
as a motion for summary judgment. See Rule 12(c) F.R.Crv.P., 28 U.S.C.A. 


8. By the depository bank for summary judgment on its cross claim against the 
payee bank, First National City Bank. 
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New York. Martin Lew was the president and sole stockholder of the 
corporation. In December 1956, the market burned down. Thereafter, 
the corporation received about $40,000 on its fire insurance policies, 
which it deposited in the corporate account maintained with Bankers 
Trust Company (“Bankers”). ~At the time the account was opened in 
December 1955, the corporation filed with Bankers a corporate resolu- 
tion authorizing Martin Lew as president to transact all corporate busi- 
ness, including the signing and endorsing of all negotiable instruments, 
and further authorizing Bankers to pay such instruments when so signed. 


During July 1957, there occurred the following incidents that con- 
stitute the first of the trustee’s three claims against the depository bank, 
Bankers. Lew presented at the appropriate office of Bankers four checks 
drawn by the corporation and signed by himself as president, payable 
to Bankers, and received in their stead, upon payment of a $1 fee, four 
cashier's checks in equivalent amounts payable to four different in- 
dividuals, two of whom had the last name of “Lew”. The checks were 
for amounts ranging from $1,000 to $2,439.06, and totaled $7,439.06. 
However, the corporation owed nothing to these four payees. There- 
after, Bankers debited the corporate account in this amount. 

The transaction which is the basis of the trustee’s second claim 
against both banks took this form: On July 18, 1957, a check for $1,045, 
drawn on Bankers by the corporation and signed by Lew as president 
was sent to The First National City Bank of New York (“FNCB”) in part 
payment of a $6,000 loan that FNCB had made to Lew personally. The 
check bore on its reverse side Lew’s own notation that it was to be 
credited to his account at FNCB. After normal bank collection pro- 
cedures, Bankers debited the corporation account. 

The trustee’s third claim is based on these facts: On August 8, 1957, 
Lew cashed at Bankers a check drawn by the corporation, by Lew as 
president, and made payable to himself. The check was in the amount 
of $16,433.30 and had the practical effect of closing out the account. 
Thereafter, Lew used this money for his own purposes. 

The involuntary petition in bankruptcy was filed January 23, 1958 
and the corporation was adjudged a bankrupt February 10, 1958. Cred- 
itors have filed claims totalling $4,443.12, and time has elapsed for these, 
or any other, creditors to file any further claims, except for the United 
States which may still file a tax claim for $4,004.51. 

Before discussing the specific claims, it will be helpful to mention 
some principles that have applicability to all the claims. This action 
is brought by a trustee in bankruptcy. Section 70, sub. a (5) of the 
Bankruptcy Act, 11 U.S.C.A. § 110, sub. a (5), vests in the trustee all 
rights of action reposing in the corporation at the time the bankruptcy 
petition was filed. In addition, the trustee may sue to set aside trans- 
fers of property that are fraudulent as to creditors under either appli- 
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cable state law or the federal adaptation of the Uniform Fraudulent 
Conveyance Act. See Bankruptcy Act sections 70, subs. a (4), e, 67, 
sub. d; 11 U.S.C.A. §§ 110, subs. a (4) e, 107, sub. d. See generally 4 
Collier, Bankruptcy 1018-25 (14th ed.). The “applicable state law” is 
the New York version of the same Uniform Act, Debtor & Creditor 
Law, §§ 270-281. Although the federal and state versions are slightly 
different, so far as the facts of this case are concerned, they are equiv- 
alent. Therefore, the trustee’s rights in property transferred in fraud 
of creditors are the same under the various sections of the Bankruptcy 
Act dealing with such transfers. 

The trustee’s first claim involves the four cashier's checks. A cor- 
porate officer who uses corporate funds for his own purposes may be 
liable for conversion to the corporation and in bankruptcy to the trustee. 
Since the officer had no title to the property, transferees of the officer 
may be similarly liable. However, the general rule of liability does not 
apply when the officer’s acts have been ratified by all the shareholders 
of the corporation. In that case, the unauthorized acts of the individual 
become the authorized acts of the corporation, the corporation loses its 
right of action against the officer, and the corporation having no 
right, the trustee in bankruptcy also has no right. See Reif 
v. Equitable Life Assurance Soc’y, 1935, 268 N.Y. 269, 197 N.E. 
278, 100 A.L.R. 55; Barr & Creelman Mill & Plumbing Supply Co. v. 
Zeller, 2 Cir., 1940, 109 F.2d 924; Quintal v. Kellner, 1934, 264 N.Y. 32, 
189 N.E. 770; Rosenfeld v. Fairchild Engine & Aviation Corp., 1955, 309 
N.Y. 168, 180, 128 N.E.2d 291, 51 A.L.R.2d 860 (dissenting opinion); 
Capitol Wine & Spirit Corp. v. Pokrass, lst Dep’t 1950, 277 App.Div. 
184, 98 N.Y.S.2d 291; John William Bldg. Corp. v. Union Trust Co., 4th 
Dep't 1939, 256 App.Div. 885, 9 N.Y.S.2d 14; New York Credit Men’s 
Adjustment Bureau, Inc. v. Manhattan Life Ins. Co., City Ct.N.Y.1955, 
149 N.Y.S.2d 778. Under the facts of the instant case, the corporation 
would have no action in conversion against Lew, any of his transferees, 
or any one participating in the transfer, because Lew as sole stockholder 
ratified his own actions. It becomes unnecessary at this point to char- 
acterize Bankers as either a transferee or a mere participant in the 
cashier's check transactions, or to investigate thereupon whether it had 
the status of a holder in due course of a negotiable instrument, which, 
of course, would be a perfect defense to a charge of conversion. See 
N.Y. Negotiable Instruments Law § 96. 


“Creditors, of course, are not prejudiced by the corporation’s acts of 
ratification.” Barr & Creelman Mill & Plumbing Supply Co. v. Zeller, 
supra, 109 F.2d at page 927. We are led to inquire, therefore, as to the 
rights of the trustee on this first claim to set aside transactions fraudulent 
as against creditors. Under both the state and federal law, a transfer 
is not fraudulent as against creditors if fair consideration is given or if 
the transferor is not rendered insolvent thereby. The latter “if” is enough 
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to defeat the trustee on this theory because the debiting of $7,439.06 from 
the corporate account left enough in the account to pay the corporate 
creditors, including the potential tax claim by the United States. 

The trustee tries to avoid this result by alleging that the costs of 
administrating the bankrupt eState, including attorney’s fees, may be as 
high as $5,000, and since this amount will be a valid claim against the 
estate, it should be added to the roughly $8,000 in proved or provable 
claims in determining the question of insolvency. The trustee cites no 
authority and I can see nothing in the Bankruptcy Act, or in logic, that 
supports this argument. 

The trustee’s second claim concerns the repayment of Lew’s personal 
loan to FNCB, for which liability is asserted against both FNCB and 
Bankers. The trustee relies primarily on the case of Ward v. City Trust 
Co., 1908, 192 N.Y. 61, 84 N.E. 585, for the conversion claim against 
FNCB. In that case creditors of a corporation in reorganization brought 
suit against a bank that had accepted a check payable to the corpora- 
tion and endorsed over to the bank by the officers of the corporation in 
repayment of their personal obligation to the bank. There, too, the acts 
of the officers had been ratified, but, the corporation being insolvent, the 
rights of creditors were not foreclosed and the issue was whether the 
bank had taken as a holder in due course. The court held that it did 
not. The form of the check plus the fact that it was for a large sum 
($125,000) put the bank on notice and it therefore had the duty to inquire. 
Inquiry would certainly have uncovered the impropriety and its effect 
on creditors because the bank had its own officers on the board of di- 
rectors of the corporation. In the instant case, likewise, the form of the 
check put FNCB on inquiry and the question is what would such an 
inquiry have discovered. Although the Reif case, supra, indicated that 
such a question was one of fact for the jury, later New York courts have 
directed verdicts when inquiry would have discovered that the use of 
corporate checks for personal purposes was authorized either by express 
provision, course of action, or ratification, and that creditors were not 
prejudiced. See John William Bldg. Corp. v. Union Trust Co., supra; 
New York Credit Men’s Adjustment Bureau, Inc. v. Manhattan Life 
Ins. Co., supra. Since the facts allow but one conclusion that inquiries 
by FNCB directed either to Bankers or the corporation would have shown 
that Lew had authority and that the corporation was solvent, summary 
judgment for FNCB against the trustee would be appropriate. 

On this claim against Bankers on this transaction the trustee points 
to the fact that Bankers stamped “irregularity noted” on this check before 
it debited the corporate account. From this the trustee says the influ- 
ence must be drawn that Bankers was aware of Lew’s shenanigans and 
by participating therein, rendered itself liable. For its part, Bankers 
asserts through a deposition of the assistant manager of the office of 
Bankers holding the corporate account, that “irregularity noted” in this 
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instance meant nothing more than that this particular check was written 
on a “sterling” blank, and not on the blank that Bankers provides to its 
customers. On this motion we may assume that Bankers was on notice 
that a corporation check was being used to pay the personal obligation 
of its president Lew. We may also assume that Bankers thereupon had 
a duty to investigate, although by the agreement of deposit between the 
corporation and Bankers, Bankers was absolved from liability under 
all circumstances. But as we have just seen in the case of FNCB, in- 
quiry would have disclosed nothing to alter Bankers status as holder in 
due course. 


We come now to the trustee’s third claim. Liabilty is asserted against 
Bankers because it cashed a check for $16,433.30 drawn on it by the 
corporation, signed by Lew as president and payable to himself. Since 
insolvency resulted when these funds left the corporate vale, creditors 
have a claim against transferees who did not give fair consideration. 
Since corporate property was not transferred to Bankers, it is not the 
transferee but rather an agent of either Lew or the corporation, and 
would be liable to the trustee only if it had knowledge of Lew’s inten- 
tions. The trustee does not contest that if Bankers has the status of 
holder in due course it would be absolved from liability. 


Section 95 of the New York Negotiable Instruments Law protects 
the holder-in-due-course status of a drawee bank that honors a corporate 
check made payable to the corporate officer who drew it if the bank 
has on file a corporate resolution authorizing it to do so. Such a resolu- 
tion was on file with Bankers. The trustee argues that section 95 only 
says that the fact that an officer presents a corporate check for payment 
“shall not be sufficient” to put the bank on inquiry; that the facts of 
this case disclosed in addition: 1) prior improprieties on the part of 
Bankers, as evidenced by claims one and two; 2) a check for a large 
sum that closed out the account. The trustee concludes that the totality 
of these facts is sufficient to establish a prima facie case of notice to 
Bankers, so that an adverse summary judgment would be improper.” 
While I agree with the trustee that the protection given banks by section 
95 is not absolute, I cannot agree that even the facts that he hopes to 
prove on trial would present an issue for the jury. My rulings on claims 
one and two negative any impropriety by Bankers and a jury could not 
use the occurrences as a basis for imputing bad faith here. The trustee 
is therefore left with the bald fact that a corporate account was closed 
by its president. In view of the broad authority given to Lew by the 
corporation, that is not an unusual occurrence calling for further scrutiny. 


We have only to consider one further theory of the trustee. The 
trustee asserts that section 58 of the New York Stock Corporation Law 





2 On this third claim the trustee has not asked for summary judgment in his favor 
so that his position in asserting a triable issue of fact is not inconsistent. 
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provides an additional remedy. This section prohibits a declaration of 
dividends or other distribution of assets that has the effect of impairing 
capital. The corporation and creditors are given a cause of action “to 
the full amount of any loss sustained” against the directors who voted 
such a distribution. Since thé capital account of the corporation was 
set at $26,000 we may assume that all three transactions had the effect 
of impairing capital. However, I cannot see how this section adds any- 
thing that helps the trustee. As successor to corporate rights 
of action he has no more right under this section than he has 
as successor to corporate rights under a conversion theory, and 
for the same reason: the corporation lost its rights because of 
the ratification by all of its shareholders to the distribution. Cf. 
Capitol Wine & Spirit Corp. v. Pokrass, supra. Secondly, creditors 
have a claim only for “loss sustained,” but there was no loss to creditors, 
or the trustee as subrogee, until the third transaction rendered the cor- 
poration insolvent, and on this transaction, Bankers status as holder in 
due course is a complete defense. See Troll v. Chase Nat'l Bank, 2 Cir., 
1958, 257 F.2d 825, 828. 


In this regard the Barr & Creelman case, supra, is instructive. In 
reviewing the New York opinions dealing with the “trust fund” doctrine 
that section 58 embodies, the court said, 109 F.2d at page 928: 


“The figures [capital accounts compared with unauthorized 
disbursements] above quoted are relevant only as bearing on 
whether the payee should have been deemed on notice. If the 
recipient of the check would be apt to discover nothing disturb- 
ing upon investigation, New York will not invoke the trust fund 
rule against him. “The rule of responsibility of the payee of 
corporate paper is strict and sometimes harsh and is not to be 
extended. * * * We think that rule should not be stretched so 
as to apply it to the facts of this case upon the basis of the figura- 
tive expression that the capital of a corporation is held in trust 
for its creditors.’” 


There is much more that might be said about the conflicting policy 
considerations that inhere in these motions. Perhaps it is enough to 
indicate that a depository bank, at least, is not the watch dog for cred- 
itors that the trustee thinks they are or should be. 


The defendant Bankers motion to dismiss the complaint against it, 
is granted. The plaintiff's motion for summary judgment on claims one 
and two against Bankers and FNCB is denied. Although FNCB has 
not itself moved for summary judgment, the trustee’s motion has brought 
up all the issues of law, and since a genuine issue of fact does not exist, 
there is no reason for not granting judgment in FNCB’s favor without 
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requiring a formal motion to that effect. See 6 Moore, Federal Practice 
2088 (2d ed. 1953). In view of this disposition it is unnecessary to rule 
on Bankers’ motion for summary judgment on its cross claim against 
FNCB on the trustee’s second claim. 


This is an order. 


State Law Determines Whether Property Interest 
Exists to Which Federal Tax Lien Can Attach 


In an opinion handed down in June, 1960 the United States 
Supreme Court considered a question of priority as between a 
federal tax lien and a mechanics lien. (See United States v. 
Brosnam, reported in the September issue of the BANkinc Law 
JourNa at page 774, for a Supreme Court decision concerning 
applicability of state law in foreclosure proceedings where Unit- 
ed States holds a junior lien). 


In August, 1952 a subcontractor entered into a contract to 
supply labor and materials to a general contractor who was re- 
modeling a restaurant for the owner. Not having been fully 
paid, the subcontractor filed a notice of mechanics lien in 
November, 1952. In December, 1951 and March, 1952 the 
Director of Internal Revenue had received assessment lists con- 
taining assessments against the general contractor for unpaid 
federal taxes. Under the applicable statute it was on the latter 
dates that a federal lien for taxes arose. The owner deposited 
with the court the amount due under the construction contract 
and it was this sum which the United States and the subcon- 
tractor claimed. 


Section 36-a of the New York Lien Law provides that funds 
NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 821.2. 
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received by a contractor from an owner shall constitute trust 
funds in the hands of the contractor to be applied first to the 
payment of laborers, materialmen and others. 


The Supreme Court stated that state law determines the 
nature of the contractor's interest in the funds deposited in 
court. Although the New York Court of Appeals granted judg- 
ment to the United States, the Supreme Court reversed and re- 
manded to the New York Court of Appeals so that it could re- 
solve the question whether the contractor had any property in- 
terest in the fund deposited in court by the owner to which the 
claimed federal lien could attach or whether the fund con- 
stituted a direct trust for the benefit of the subcontractor. 
Aquilino v. United States of America, United States Supreme 
Court, 80 Sup. Ct. 1277°. The opinion of the court follows: 


Mr. Chief Justice WARREN delivered the opinion of the Court. 

In this case we are asked to determine which of two competing 
claimants—the Federal Government by virtue of its tax lien, or certain 
petitioning subcontractors by virtue of their rights under Section 36-a 
of the New York Lien Law—is entitled to a sum of money owed under a 
general construction contract which was performed by the taxpayer. 

The taxpayer, Fleetwood Paving Corporation, is a general contractor, 
which in July or August 1952, agreed to remodel a restaurant belonging 
to one Ada Bottone, herein referred to as the owner. The petitioners in 
August and September of that year entered into a subcontract with the 
taxpayer to supply labor and materials for the remodeling job. Shortly 
thereafter, the petitioners performed their obligations under the sub- 
contract, but were not fully compensated by the contractor-taxpayer. 
Therefore on November 3, 1952, and on November 10, 1952, they filed 
notices of their mechanic’s liens on the owner's realty in the office of the 
Clerk of Westchester County. In June 1953, they instituted actions in 
the New York Supreme Court to foreclose those liens. 

By order of court, the owner was permitted to deposit with the Clerk 
of the court the $2,200 which she still owed under the original con- 
struction contract, and she was thereafter dismissed as a defendant in 
the action. The Government, having previously levied upon the owner's 
alleged indebtedness to the taxpayer, was permitted by the court to enter 
the case as a party defendant. 


* In a related case handed down on the same day the Court affirmed a holding 
that a delinquent general contractor had no “property” interest to which a federal 
tax lien could attach where a North Carolina statute gave the subcontractor a direct 
right of action against the owner in respect of the latter’s debt to the contractor. 
United States v. Durham Lumber Company, Supreme Court of the United States, 
80 Sup. Ct. 1282. 
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The Government asserted precedence over the claims of petitioners 
because of the following facts: The Director of Internal Revenue in De- 
cember 1951 and March 1952 received assessment lists containing assess- 
ments against the taxpayer for unpaid federal withholding and social 
security taxes. On October 31, 1952, the Director filed a notice of 
federal tax liens in the office of the Clerk of the City of Mount Vernon, 
New York, which is the city wherein the taxpayer maintained its princi- 
pal place of business. The Government claimed priority for its tax lien 
under Sections 3670 and 3671 of the Internal Revenue Code of 1939, 26 
U.S.C.A. §§ 3670, 3671.1 The petitioners contended that since the con- 
tractor-taxpayer owed them more than $2,200 for labor and materials 
supplied to the job, under the New York Lien Law, Section 36-a,? he 
had no property interest in the $2,200 which the owner still owed under 
the original remodeling contract. 

The New York Supreme Court, Special Term, 140 N.Y.S.2d 355, 
granted petitioners’ motion for summary judgment. The ground for the 
decision was that the Government’s tax lien was ineffecive since it had 
not been filed in the office designated by New York law for the filing of 
liens against realty. On appeal, the Appellate Division affirmed, but on 


1 Section 3670: 


“If any person liable to pay any tax neglects or refuses to pay the same after 
demand, the amount (including any interest, penalty, additional amount, or addition 
to such tax, together with any costs that may accrue in addition thereto) shall be 
a lien in favor of the United States upon all property and rights to property, whether 
real or personal, belonging to such person.” 

Section 3671: 

“Unless another date is specifically fixed by law, the lien shall arise at the time 
the assessment list was received by the collector and shall continue until the liability 
for such amount is satisfied or becomes unenforceable by reason of lapse of time.” 


These provisions also appear in the 1954 Code. Int.Rev.Code of 1954, §§ 6321, 
6322, 26 U.S.C.A. §§ 6321, 6322. 


2 McKinney’s N.Y. Laws, Lien Law (1958 Supp.), § 36-a, provides as follows: 

“The funds received by a contractor from an owner for the improvement of real 
property are hereby declared to constitute trust funds in the hands of such contractor 
to be applied first to the payment of claims of subcontractors, architects, engineers, 
surveyors, laborers and materialmen arising out of the improvement, and to the pay- 
ment of premiums on surety bond or bonds filed and premiums on insurance accruing 
during the making of the improvement and any contractor and any officer, director 
or agent of any contractor who applies or consents to the application of such funds 
for any other purpose and fails to pay the claims hereinbefore mentioned is guilty 
of larceny and punishable as provided in section thirteen hundred and two of the 
penal law. Such trust may be enforced by civil action maintained as provided in 
article three-a of this chapter by any person entitled to share in the fund, whether 
or not he shall have filed, or had the right to file, a notice of lien or shall have 
recovered a judgment for a claim arising out of the improvement. For the purpose 
of a civil action only, the trust funds shall include the right of action upon an ob- 
ligation for moneys due or to become due to a contractor, as well as moneys actually 
received by him.” 

Section 36-a was repealed on September 1, 1959. N.Y.Laws 1959, c. 696, § 14. 
The subject matter covered by § 36-a is now included in McKinney’s N.Y.Consol. 
Laws, Lien Law (1959 Supp.), c. 33, §§ 70, 71. 
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the ground that there was no debt due from the owner to the taxpayer to 
which the Government's lien could attach, 2 A.D.2d 747, 153 N.Y.S.2d 268. 
The court reasoned that the fund deposited by the owner was a sub- 
stitute for her realty to which the mechanic’s liens had attached; and 
that since the Government had‘no lien on the owner's property, it could 
have no lien on the fund substituted for that property. On appeal, the 
New York Court of Appeals held that the tax lien had taken effect prior 
to the petitioners’ claims. It therefore reversed the lower New York 
courts, and ruled that the motion of the United States for summary judg- 
ment, rather than that of petitioners, should have been granted by the 
Supreme Court, Special Term. 3 N.Y.2d 511, 169 N.Y.S.2d 9, 146 N.E.2d 
774. We granted certiorari, 359 U.S. 904, 79 S.Ct. 577, 3 L.Ed.2d 570. 


The threshold question in this case, as in all cases where the Federal 
Government asserts its tax lien, is whether and to what extent the tax- 
payer had “property” or “rights to property” to which the tax lien could 
attach. In answering that question, both federal and state courts must 
look to state law, for it has long been the rule that “in the application of 
a federal revenue act, state law controls in determining the nature of the 
legal interest which the taxpayer had in the property . . . sought to be 
reached by the statute.”* Morgan v. Commissioner, 309 U.S. 78, 82, 
60 S.Ct. 424, 426, 84 L.Ed. 585. Thus, as we held only two Terms ago, 
Section 3670 “creates no property rights but merely attaches consequences, 
federally defined, to rights created under state law ....” United States 
v. Bess, 357 U.S. 51, 55, 78 S.Ct. 1054, 1057, 2 L.Ed.2d 1135.4 How- 


3 It is suggested that the definition of the taxpayer's property interests should 
be governed by federal law, although supplying the content of this nebulous body 
of federal law would apparently be left for future decisions. We think that this 
approach is unsound because it ignores the long-established role that the States have 
played in creating property interests and places upon the courts the task of attempt- 
ing to ascertain a taxpayer's property rights under an undefined rule of federal law. 
It would indeed be anomalous to say that the taxpayer’s “property and rights to 
property” included property in which, under the relevant state law, he had no prop- 
erty interest at all. 


4It is said that because of the unique circumstances which existed in Bess, that 
case does not control here. However, aside from the fact that Bess involved pro- 
ceeds payable under an insurance policy, whereas this case involves proceeds payable 
under a construction contract, it is apparent that the relevant circumstances of the 
two cases are essentially identical. In both cases the Government was attempting 
to assert its tax lien against what it thought to be the “property and rights to prop- 
erty” of the taxpayer. In both cases an adverse party claimed the right to the prop- 
erty in question on the theory that the taxpayer had never acquired a state-created 
property interest to which the Government’s tax lien could attach. Finally, in both 
cases, the Government attempted to characterize the problem as one involving a 
conflict between competing claimants to be settled solely by the application of fed- 
eral law. 

Bess held that state law determines the property interests of a taxpayer in the 
cash surrender value of an insurance policy, as well as in the proceeds payable upon 
death. The same considerations which lead to our conclusion in Bess require that 
that we look to state law in determining the general contractor’s property interests 
in this case. 
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ever, once the tax lien has attached to the taxpayer’s state-created inter- 
ests, we enter the province of federal law, which we have con- 
sistently held determines the priority of competing liens asserted 
against the taxpayer's “property” or “rights to property.”® United 
States v. Vorreiter, 355 U.S. 15, 78 S.Ct. 19, 2 L.Ed. 2d 23, re- 
versing 134 Colo. 548, 307 P.2d 475; United States v. White Bear Brewing 
Co., 350 U.S. 1010, 76 S.Ct. 646, 100 L.Ed. 871, reversing 7 Cir., 227 F.2d 
359; United States v. Colotta, 350 U.S. 808, 76 S.Ct. 82, 100 L.Ed. 725, 
reversing 224 Miss. 33, 79 So.2d 474, 86 So.2d 19; United States v. Scovil, 
348 U.S. 218, 75 S.Ct. 244, 99 L.Ed. 271; United States v. Liverpool & 
London & Globe Ins. Co., 348 U.S. 215, 75 S.Ct. 247, 99 L.Ed. 268; United 
States v. Acri, 348 U.S. 211, 75 S.Ct. 239, 99 L.Ed. 264; United States v. 
City of New Britain, 347 U.S. 81, 74 S.Ct. 367, 98 L.Ed. 520; United 
States v. Gilbert Associates, 345 U.S. 361, 73 S.Ct. 701, 97 L.Ed. 1071; 
United States v. Security Trust & Sav. Bank, 340 U.S. 47, 71 S.Ct. 111, 
95 L.Ed. 58; People of State of Illinois ex rel. Gordon v. Campbell, 329 
U.S. 362, 67 S.Ct. 340, 91 L.Ed. 348; United States v. Waddill, Holland 
& Flinn, Inc., 323 U.S. 353, 65 S.Ct. 304, 89 L.Ed. 294. The application 
of state law in ascertaining the taxpayer’s property rights and of federal 
law in reconciling the claims of competing lienors is based both upon 
logic and sound legal principles. This approach strikes a proper balance 
between the legitimate and traditional interest which the State has in 
creating and defining the property interest of its citizens, and the necessity 
for a uniform administration of the federal revenue statutes. 


Petitioners contend that the New York Court of Appeals did not make 
its determination in the light of these settled principles. Relying upon 
the express language of Section 36-a of the Lien Law and upon a number 
of lower New York court decisions interpreting that statute, petitioners 
conclude that the money actually received by the contractor-taxpayer 
and his right to collect amounts still due under the construction con- 
tract constitute a direct trust for the benefit of subcontractors, and 
that the only property rights which the contractor-taxpayer has in the 
trust are bare legal title to any money actually received and a beneficial 
interest in so much of the trust proceeds as remain after the claims 
of subcontractors have been settled. The Government, on the other 
hand, claims that Section 36-a merely gives the subcontractors an ordi- 
nary lien, and that the contractor-taxpayer’s property rights encompass 
the entire indebtedness of the owner under the construction contract. 


5It is suggested that the rule announced by Bess and applied in this case is 
inconsistent with the mandate that federal law governs the relative priority of federal 
tax liens and state-created liens. However, we fail to perceive wherein lies the in- 
consistency. It is one thing to say that a taxpayer's property rights have been and 
should be created by state law. It is quite another thing to declare that in the 
interest of efficient tax administration one must look to federal law to resolve the 
conflict between competing claimants of the taxpayer’s state-created property in- 
terests. 
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This conflict should not be resolved by this Court, but by the highest 
court of the State of New York. We cannot say from the opinion of 
the Court of Appeals that it has been satisfactorily resolved. We find 
no discussion in the court’s opinion to indicate the nature of the property 
rights possessed by the taxpayer under state law. Nor is the application 
to be made of federal law clearly defined. We believe that it is in the 
interests of all concerned to have these questions decided by the state 
courts of New York. We therefore vacate the judgment of the Court of 
Appeals, and remand the case to that court so that it may ascertain the 
property interests of the taxpayer under state law and then dispose of 
the case according to established principles of law. 

Vacated and remanded. 


6 Subsequent to the Court of Appeals’ decision in the instant case, and after this 
Court’s decision in United States v. Bess, 357 U.S. 51, 78 S.Ct. 1054, 2 L.Ed.2d 
1135, the New York Court of Appeals decided the case of In the Matter of the City 
of New York, 5 N.Y.2d 300, 184 N.Y.S.2d 585, 157 N.E.2d 587, pending on petition 
for a writ of certiorari sub nom. United States v. Coblentz, No. 259, this Term. 
The Coblentz case is not authority for the disposition of the instant case. The latter 
involves a determination of property rights under § 36-a of the New York Lien Law, 
whereas the Coblentz case was concerned with the taxpayer’s property interests under 
an assignment contract, § 475 of the New York Judiciary Law, McKinney’s Consol. 
Laws, c. 30 and § B15-37.0 of the New York City Administrative Code. 


NATIONAL BANKS RULED NOT TO BE DOING BRANCH 
BUSINESS ON MILITARY PROPERTY 


A United States District Court in Texas has ruled that two 
national banks were not violating the State’s prohibition against 
branch banking by operating offices at two United States Air 
Force bases. The State took the position that Texas banking laws 
prohibit the taking of deposits and cashing of checks in any place 
other than the main banking house and that operating on a 
military establishment violated these provisions. The banks 
argued that they were operating at the request of the Treasury 
Department and consequently were acting as fiscal agents of 
the government for the convenience of military personnel. It is 
of interest to note that in Texas state chartered banks are pro- 
hibited from operating on property belonging to the federal gov- 
ernment. 
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Exculpatory Words in Bank’s Stop-Payment Form 
- Binding on Depositor Even Though Bank 
Would Accept No Other Form 


In another New York case growing out of the inadvertent 
payment of a check by a bank over a stop-payment order, the 
court reaffirmed the rule of Gaita v. Windsor Bank against the 
depositor’s attack that the exculpatory words in the stop order 
deprived him of freedom of contract. 


The bank refused to accept the stop order unless the depos- 
itor signed its form wherein the depositor agreed that the bank 
“will in no way be responsible or liable for . . . payment of the 
said instrument through error, inadvertence, negligence or care- 
lessness.” The check was concededly paid through inadvertence 
or negligence. 


The court below in granting summary judgment for the de- 
positor reasoned that although the bank’s common law liability 
might be limited with the consent of the depositor, there was 
no “freedom of contract” inasmuch as the depositor was re- 
quired to sign the bank's form. 


On appeal the result below was reversed. The court point- 
ed out that the rule of the Gaita case was itself expressly based 
on the doctrine of “freedom of contract”. If the depositor 
wishes to impose on the bank an absolute duty of stopping pay- 
ment the notice served on the bank should be unqualified and 
if the bank does not wish to accept such a liability it may close 
out the account. The court concluded that a bank with the 
large volume of daily transactions in which it engages may 
reasonably require a depositor who upsets the normal routine 
because of his own mistake or change of mind to absolve it 
from liability except for willful disregard of the notice. Any in- 
convenience or embarrassment to the depositor, the court stated, 
is the result of a chain of circumstances set in motion by him. 
Seldowitz v. Manufacturers Trust Company, Appellate Term, 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1475. 
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First Department, June 16, 1960. The opinion of the court 
follows: 


HECHT, J.—Plaintiff, a depositor in defendant bank, ordered a stop 
payment on a check dated February 11, 1959, for $1,458. The bank re- 
fused to accept the stop order unless plaintiff signed its form, pursuant 
to which the depositor agrees that the bank “will in no way be responsible 
or liable for . . . payment of the said instrument through error, inadver- 
tence, negligence or carelessness.” The check was paid, concededly 
through inadvertance or negligence. 

The Municipal Court granted plaintiff's motion for summary judgment. 

In paying out a depositor’s money on the basis of checks presented to 
it, a bank is held to absolute liability from which it cannot exculpate it- 
self (see, e. g., Internat. Air Trad. Co. v. Mfrs. Trust Co., 297 N. Y. 285, 
290-2; Sundial Const. Co. v. Liberty Bank, 277 N. Y. 137, 193-42; Wenkroy 
R. Co. v. Public Nat. Bank & T. Co., 260 N. Y. 84). The reason is that 
“The relation existing between a bank and its depositor is that of debtor 
and creditor, and the bank holds the funds, subject to be paid and upon 
the direction of the depositor according to the terms and conditions im- 
posed by him. The bank’s protection in the payment of checks consists 
in the fact that it has followed strictly the depositor’s directions in dis- 
bursing his funds” (Sundial Const. Co. v. Liberty Bank, supra, at p. 141). 

No such rigorous rule applies in the situation not within the ordi- 
nary course of business where a depositor seeks to stop payment on a 
check. “The common-law liability of a bank in regard to a specific trans- 
action may be limited provided the limitation has the assent of the de- 
positor” (Gaita v. Windsor Bank, 251 N. Y. 152, 154-155). (Italics supplied.) 

The court below was in error in holding that the exculpation clause 
was ineffectual. He reasoned that there was no “freedom of contract,” 
inasmuch as the depositor was required to sign the bank’s form before 
it would accept the stop-payment order. 

But the Court of Appeals expressly held in the Gaita case (supra) 
that “In such a situation the clearly expressed intention of the parties will 
prevail and the rule of ‘freedom of contract’ will be enforced” (251 N. Y. 
at p. 155). The court said: “The notice served on the bank by the plain- 
tiff is clear and unambiguous. There can be no mistake in regard to its 
meaning. The plaintiff, in effect, notified the bank that he had given a 
check which was valid, but that he had changed his mind and did not 
want the check paid. He said, however, in effect, ‘If you [the bank] do 
pay it through inadvertence, I will not hold you responsible.’ He had a 
legal right to serve such a notice qualifying the bank’s common-law liabili- 
ty, and when the bank paid the check, after receipt of such notice, it did 
not become legally liable to the drawer in the absence of evidence of 
willful disregard of the notice. 
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“If a drawer desires to hold a bank to its common-law liability and 
impose upon it the absolute duty of stopping payment of a check, the 
notice served on the bank should be positive and unqualified. Then if 
the bank does not desire to assume the liability imposed by such a 
notice, it may cancel the account and terminate its relationship with 
the depositor. 

“On the other hand, if the drawer serves a qualified or limited notice 
like the one in question, the obligation of the bank is thereby limited, 
and it will not be liable to the drawer if the check is inadvertently paid.” 
(Italics supplied.) 

The reason underlying this decision is clear. The depositor who 
changes his mind after issuing a check has set in motion the chain of 
circumstances which may result in an unintended payment. With the 
large volume of transactions in which the bank is involved in the ordinary 
course of business (collection of deposits and payment of checks) it may 
reasonably require the depositor, who upsets the normal routine because 
of his own mistake, to absolve it from liability except for willful dis- 
regard of the notice. If unwilling to accept this condition, the depositor 
is free to close his account, in which event, the check will not be paid. 
Though this may cause him inconvenience or embarrassment, it is the 
result of his own mistake. 


Plaintiff seeks to distinguish the Gaita case on the ground that the 
notice there excused the bank only if it paid the check “through inadver- 
tence or oversight” while here the bank was excused for negligence as 
well. But the judgment in Gaita was reversed despite the fact that “Thus 
far the plaintiff has succeeded upon the ground that the check was 
negligently paid by the bank” (251 N. Y. at p. 154). (Italics supplied. ) 


Judgment and orders reversed, with $10 costs, and motion for sum- 
mary judgment denied. 


HOFSTADTER, J. (dissenting in part)—I concur in the reversal of 
the judgment and orders, since it was error to determine summarily and 
as matter of law that when the plaintiff signed the stop-payment order 
on the defendant’s form there was no freedom of contract. I think, how- 
ever, that at this time we should confine ourselves to the ruling that is- 
sues requiring a trial are present. There is the basic issue whether the 
plaintiff is chargeable with notice of the various rules and regulations in- 
voked by the defendant sufficiently to bind him contractually either in- 
dependently of or together with the stop-payment order. If a contract 
is found, the issue remains whether the payment of the stopped check was 
due to error or inadvertence or due to negligence. Only if it is found 
that the defendant was negligent will the court be called upon to say 
whether the attempted exoneration from liability for negligence is con- 
trary to public policy. These many issues, some of fact, some of law, are 
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all interwoven. Until the issues have been resolved by trial the court 
should withhold the expression of opinion on the important questions 
posed by this case. Though I concur in the result reached by the majority 
of the court, I am for the reasons stated, unable to join in the opinion. 


National Bank Retains Former Identity as State Bank 
for Purpose of Qualifying Stock as Legal Investment 


On January 12, 1959 Worcester County Trust Company, a 
Massachusetts trust company, converted into Worcester County 
National Bank, a national banking association. Prior to the 
conversion the stock of the state bank was a legal investment 
for Massachusetts savings banks under Massachusetts law. The 
Commissioner of Banks took the position that the stock of the 
national bank had lost its status as a qualified legal investment 
solely because of the conversion. The Commissioner felt that 
the charter of the state bank became void on January 12, 1959, 
the date of the conversion, and that the national bank which 
came into existence on that date could not have had a prior 
dividend record necessary to qualify its stock as a legal invest- 
ment. 


The national bank brought an action to review the determi- 
nation of the Commissioner. The Supreme Judicial Court of 
Massachusetts held that the national bank retained its former 
corporate identity to the extent that the dividend record of the 
state bank could be considered that of the national bank for 
the purpose of qualifying its stock as a legal investment for 
Massachusetts savings banks and ordered the Commissioner of 
Banks to place the stock on the legal list of investments for 
Massachusetts savings banks. The court recognized that the 
Commissioner's position might constitute an unconstitutional 
discrimination against national banks. Worcester County Na- 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition)§ 922. 
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tional Bank v. Commissioner of Banks, Supreme Judicial Court 
of Massachusetts, 166 N.E. 2d 551. The opinion of the court 
follows: 


WILKINS, C.J.—For many years prior to January 12, 1959, the 
capital stock of Worcester County Trust Company, a Massachusetts 
trust company, was a legal investment for Massachusetts savings banks 
under G.L. c. 168, § 54, as amended, now § 47 as appearing in St.1955, 
c. 432, § 1. On that date Worcester County Trust Company converted 
into a national banking association under the name of Worcester County 
National Bank, which is the plaintiff. G.L. c. 172, § 44, as amended. 
U.S.Rev.Stat. (1875) § 5154, 12 U.S.C. (1958) § 35 [12 US.C.A. 
§ 35]. Thereafter the defendant Commissioner of Banks has taken the 
position that “the stock of the plaintiff has lost its status as a qualified 
legal investment for Massachusetts savings banks because of and solely 
by virtue of the aforesaid conversion.” This bill in equity in the Superior 
Court seeks (1) a binding declaration of “the status and legality of the 
stock of the plaintiff as a legal investment for Massachusetts savings 
banks under the pertinent provisions of c. 168 of the General Laws”; 
and (2) that the “court order the defendant to place the stock of the 
plaintiff on the legal list of investments for Massachusetts savings banks 
under § 51! of c. 168 of the General Laws.” 

A demurrer to the bill was overruled. Later the case was reported 
without decision, upon the pleadings, the defendant’s appeal from the 
interlocutory decree overruling the demurrer, and a statement of agreed 
facts. G.L. c. 231, § 111. 


One ground of demurrer is that the Superior Court lacks jurisdiction 
of the subject matter. If the declaratory relief sought is a case arising 
under G.L. c. 168 this ground must be upheld. 


Declaratory judgment procedure, G.L. c. 231A, was inserted in 
our statutes by St.1945, c. 582, § 1, Section 1 of c. 231A provides, 
“The supreme judicial court, the superior court, the land court, and the 
probate courts, within their respective jurisdictions, may on appropriate 
proceedings make binding declarations of right, duty, status and other 
legal relations . . . .” Chapter 231A relates to procedure and does not 


1 General Laws c. 168, § 51 (as appearing in St.1955, c. 432, § 1), provides in part: 
“Annually, not later than July first, the commissioner shall prepare a list of all stocks, 
bonds, notes and other interest bearing obligations which are then legal investments 
under any provision of sections forty-two to forty-eight, inclusive, paragraphs 3 and 
4 of section forty-nine, and section fifty of this chapter. Said list shall at all times 
be open to public inspection and a copy thereof shall be sent to every savings bank 
and to every trust company having a savings department. ... Officers, and mem- 
bers of a board of investment and of a board of trustees, of a savings bank may rely 
upon the legal list . . . as representing an accurate listing of stocks, bonds, notes and 
other interest bearing obligations eligible for investment by it. . . .” 
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deal with jurisdiction. Twentieth Report of the Judicial Council, 
Pub.Doc.No. 144, p. 16; 29 Mass.L.Q. No. 4. Chief Justice Hughes 
in Aetna Life Ins. Co. of Hartford, Conn. v. Haworth, 300 U.S. 227, 
240, 57 S.Ct. 461, 81 L.Ed. 617. See Wellesley College v. Attorney 
General, 313 Mass. 722, 731, 49 N.E.2d 220; Meenes v. Goldberg, 331 
Mass. 688, 691-692, 122 N.E.2d 356. 


For the jurisdiction of the Superior Court, we must turn to G.L. 
c. 213, § 1A (as amended through St.1941, c. 28), which reads: “The 
superior court shall have original jurisdiction, concurrently with the 
supreme judicial court, . . . of all cases and matters of equity of which 
the supreme judicial court has had exclusive original jurisdiction under 
section two of chapter two hundred and fourteen or otherwise, other 


than cases arising . . . under chapters one hundred and sixty-seven, 
one hundred and sixty-eight and one hundred and seventy-two, relating 
to banks and banking... .” The provision of G.L. c. 214, § 2 (as amended 


through St.1954, c. 489, § 2), is: “The supreme judicial court shall 
have original and exclusive jurisdiction in equity of all cases and matters 
of equity cognizable under any statute . . . and the superior court shall 
have like original and exclusive, or like original and concurrent, juris- 
diction only if the statute so provides.” 


Section 1A of c. 218, when first inserted in our statutes by St.1939, 
c. 257, § 1, referred only to the general banking statute, c. 167. Chapters 
168 and 172, relating to savings banks and trust companies, respectively, 
were added by amendment in St.1941, c. 28, because of a recommenda- 
tion by the Commissioner of Banks in his annual report of 1940. See 
1941 House Doc. No. 4, pp. 3-4, where the commissioner stated: “. . . In 
the legislative committee hearings upon the recommendations and 
petitions which resulted in the enactment of said chapter 257, it was 
pointed out that proceedings and matters relating to banks and banking 
could be more effectively and expeditiously treated by the Supreme 
Judicial Court. ... Because the wording of said chapter 257 expressly 
referred only to said chapter 167, some question has arisen as to whether 
said chapter 257 clearly excludes from its operation certain sections of 
other banking statutes, more particularly section 40 of chapter 168, 
relating to the transfer of special trust funds; section 44 of chapter 168, 
relating to the reduction of deposits in savings banks; section 18 of 
chapter 172, relating to the cancellation or other disposition of capital 
stock of certain trust companies; section 25 of chapter 172, relating to 
the enforcement of the liability of certain stockholders in trust com- 
panies; and section 90 of chapter 172, relating to the enforcement of 


2 An amendment by St.1941, c. 180, not presently material, added to the ex- 
clusive jurisdiction of the a Judicial Court cases arising under c. 175, re- 
lating to insurance; c. 176, relating to fraternal benefit societies; and c. 178, relating 
to savings bank life insurance. 
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the statutory provisions governing conservatorship of certain trust 
companies. While it is expected that only on rare occasions will matters 
contemplated by the foregoing sections be brought before the Supreme 
Judicial Court, nevertheless, because of the centralization of records 
and the great public interest which might be involved in such cases, 
it is believed that the best interests of all parties concerned and the 
public, will be served by retaining exclusive jurisdiction of such matters 
in the Supreme Judicial Court. Accordingly, I recommend that chapter 
257 of the Acts of 1989 be amended so as clearly to exclude the foregoing 
matters from its operation.” 


The declaratory relief presently sought relates to the interpretation 
of G.L. c. 168, § 47 (as appearing in St.1955, c. 432, § 1°), and an order 
is asked as to the commissioner’s duties under c. 168, § 51 (as so 
appearing). The substantive issue is whether a national banking associa- 
tion organized by a conversion from a State trust company pursuant 
to U.S.Rev.Stat. (1875) § 5154, 12 U.S.C. (1958) § 85 [12 U.S.C.A. 
§ 85], and G.L. c. 172, § 44, as amended, retains its former corporate 
identity to the extent that the dividend record of the, trust company may 
be considered that of the national bank for the purpose of qualifying 
the stock of the national bank as a legal investment for Massachusetts 
savings banks under c. 168, § 47 (as so appearing). 


We think that this does not become a case arising under c. 168 
merely because the questions raised have their origin in that chapter. 
See Republic Pictures Corp. v. Security-First Nat. Bank, 9 Cir., 197 F.2d 
767, 769-770. The key to the solution appears in the five sections 
mentioned by the Commissioner of Banks in each of which a definite 
procedure in the Supreme Judicial Court is prescribed. G.L. c. 168, § § 
40, 44 (see now c. 168, § 25 (4), § 32, both as appearing in St.1955, c. 432, 
§ 1). G.L. c. 172, § 18, as amended through St.1935, c. 18. G.L. c. 172, 
§ 25, as amended through St.1934, c. 349, § 15. G.L. c. 172, § 90, inserted 
by St.1933, c. 278. Before the enactment of St.1941, c. 28, there were 
numerous provisions in the general banking statute for similar definite pro- 
cedures in the Supreme Judicial Court. G.L. c. 167, §§ 5 (as appearing in 
St.1933, c. 337), 7, 24 (as amended through St.1933, c. 41, § 4), 26, 27, 29, 30, 


3“Such corporation [savings bank, institution for savings, and a savings insti- 
tution incorporated in this Commonwealth] may invest in the common stock of the 
following banking corporations, subject to the conditions, limitations and require- 
ments of this section. 1. Massachusetts Bank Stocks.—In the common stock, pro- 
vided there is no preferred stock outstanding, of a trust company incorporated under 
the laws of and doing business within this commonwealth, or in the common stock, pro- 
vided there is no preferred stock outstanding, of a national hanking association doing 
business within this commonwealth, which, in either case, in each of the five vears 
immediately preceding the date of investment, has paid dividends in cash of not 
less than four per cent on its common stock without having reduced the aggregate 
par value thereof within such five year period, and which, in either case, at the 
date of investment, has surplus at least equal to fifty per cent of its capital stock.” 
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381A (as appearing in St.1987, c. 170), 32-34, 85A (inserted by St.1933, 
c. 8302), 36 (as amended through St.1939, c. 451, § 58), 40. G.L.(Ter.Ed. ) 
c. 167, §§ 18, 31, 35. 

These sections providing definite procedures in the Supreme Judicial 
Court are what is meant in c. 218, § 1A, by cases arising under cc. 167, 
168, and 172. There was jurisdiction in the Superior Court. 

Turning to the merits, we note that if this were the reverse situation 
of a national banking association converting into a State trust company, 
a question similar to the present could not arise. By c. 172, § 44 (as 
appearing in St.1955, c. 275, §1), “the continuing trust company . . . into 
which a national banking association shall have been converted under 
this section shall be considered the same business and corporate entity 
as that of the . . . converting institution, although the rights, powers and 
duties of the continuing trust company shall be those established by its 
charter.” For the parallel Federal provision, see 12 U.S.C. (1958) § 214b 
[12 U.S.C.A. § 214b]. All that § 44 contains respecting the present 
problem is, “Nothing in this section nor in the General Laws shall 
restrict the right of a trust company . . . to . . . convert into a national 
banking association in accordance with the laws of the United States 
and without approval of any authority of the commonwealth.” 


The plaintiff contends, and the defendant denies, that the mere 
fact of conversion, as matter of law, has no effect upon the qualification 
of the plaintiffs common stock as a legal investment for savings banks. 

The defendant’s position on the merits seems to us to be based 
upon oversimplification. The argument, shortly stated, is that the charter 
of the Worcester County Trust Company became void on January 12, 
1959, and that the plaintiff came into corporate existence on the same 
date. Ergo, it could not have paid dividends for a five year period. 
Reference is made to the last sentence of c. 172, § 44, which reads, “The 
charter of any trust company or banking company which shall have 
been consolidated or merged into or the business and substantially all 
of the property and assets of which shall have been purchased or absorbed 
by a trust company or national banking association, or the affairs of 
which shall have been liquidated, shall be void except for the purpose 
of discharging existing obligations and liabilities.” It will be noted 
that there is no reference to conversion in this sentence, although there 
are numerous such references elsewhere in § 44. Even though the 
charter became void on the date of conversion, that would not be 
decisive as to whether, to quote a word from § 44, the “continuing” 
banking institution was the same entity for the purpose of having a 
record of dividend payments for at least five years. See Deitrick v. 
Siegel, 313 Mass. 612, 621, 48 N.E.2d 698. 

We would be loath to reach the conclusion that the plaintiff could 
not qualify its common stock under c. 168, § 47, as appearing in St.1955, 
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c. 482, § 1. We note in the agreed facts that the trust company had, 
and since its conversion the plaintiff has continued to have, among its 
stockholders Massachusetts savings banks which owned, and still own, 
a substantial percentage of the plaintiff's outstanding common stock. 
Certainly no useful purpose would be served by forcing sales of this 
stock, and we are of opinion that the banking statutes do not require it. 


We would be apprehensive that a construction of our statutes in 
support of the commissioner's ruling might be violative of one or more 
provisions of the Constitution of the United States. The plaintiff urges 
that such a construction would result in discrimination against national 
banking associations in favor of trust companies, and cites First Nat. 
Bank in St. Louis v. State of Missouri, 263 U.S. 640, 656, 44 S.Ct. 218, 
215, 68 L.Ed. 486, where it was said, “. . . national banks are subject 
to the laws of a state in respect of their affairs, unless such laws interfere 
with the purposes of their creation, tend to impair or destroy their 
efficiency as federal agencies, or conflict with the paramount law of the 
United States.” For cases of similar conflicts, see Commissioner of 
Corporations and Taxation v. Flaherty, 306 Mass. 461, 28 N.E.2d 488; 
Springfield Institution for Savings v. Worcester Federal Savings & Loan 
Ass'n, 829 Mass. 184, 189, 107 N.E.2d 315, citing Kelly v. State of 
Washington, 302 U.S. 1, 10, 58 S.Ct. 87, 82 L.Ed. 8. “A statute must 
be construed, if fairly possible, so. as to avoid not only the conclusion 
that it is unconstitutional, but also grave doubts upon that score. United 
States v. Delaware & Hudson Co., 213 U.S. 366, 408 [29 S.Ct. 527, 53 
L.Ed. 836].” Mr. Justice Holmes in United States v. Jin Fuey Moy, 241 
U.S. 394, 401, 36 S.Ct. 658, 659, 60 L.Ed. 1061. Panama R. Co. v. 
Johnson, 264 U.S. 375, 390, 44 S.Ct. 391, 68 L.Ed. 748; Ferguson v. 
Commissioner of Corporations and Taxation, 316 Mass. 318, 323-324, 55 
N.E.2d 618; New England Tel. & Tel. Co. v. National Merchandising 
Corp., 335 Mass. 658, 664, 141 N.E.2d 702, 63 A.L.R.2d 1085. 


In Metropolitan Nat. Bank v. Claggett, 141 U.S. 520, 12 S.Ct. 60, 62, 35 
L.Ed. 841, a New York State bank in 1865 converted into a national 
bank under a New York statute. In 1886 a holder of notes delivered 
by the State bank brought an action in the Supreme Court of New York, 
4 N.Y.S. 115, against the national bank, which set up a statute of 
limitations which required that the notes be presented within six years 
after “closing the business of banking.” Laws N.Y. 1859, c. 286. The 
New York court decided “that the change or conversion of the Metro- 
politan Bank into the Metropolitan National Bank did not ‘close its 
business of banking,’ nor destroy its identity or its corporate existence, 
but simply resulted in a continuation of the same body with the same 
officers and stockholders, the same property, assets, and banking business, 
under a changed jurisdiction; that it remained one and the same bank, 
and went on doing business uninterruptedly; and that, therefore, the 
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statutory proceedings relied upon in the answer could not operate as a 
bar to the liability of either bank to pay the bills delivered by the 
Metropolitan Bank in 1861 to plaintiffs’ intestate.” In affirming the 
judgment, the Supreme Court of the United States stated, “This decision 
is so manifestly correct that it needs no argument to sustain it” (141 
U.S. at page 527, 12 S.Ct. at page 62). 


In Michigan Ins. Bank v. Eldred, 143 U.S. 293, 12 S.Ct. 450, 36 L.Ed. 
162, a State bank had converted into “a national bank, and [there was 
evidence that] its name [had] been changed accordingly, without 
affecting its identity, or its right to sue upon obligation or liabilities 
incurred to it by its former name” (143 U.S. at page 300, 12 S.Ct. at 
page 452). The defendant, who was sued upon an obligation to the 
State bank, pleaded nul tiel corporation. The trial judge refused to 
strike out the evidence summarized above. In the opinion of the 
court, reversing a judgment for the defendant, Mr. Justice Gray said, 
“The reason assigned by the judge for refusing to grant this motion was 
his erroneous opinion that, on the proof as it stood, ‘the Michigan 
Insurance Bank became defunct and ceased to exist in 1865, when the 
national bank was organized’... .” (143 U.S. at pages 300-301, 12 
S.Ct. at page 452). 

These two cases are cited in the plaintiffs brief. The defendant 
has made no effective answer to them. We have no reason to doubt that 
they would be followed today. 

The continuing identity of a bank has been recognized in some of 
our own cases. In Atlantic Nat. Bank v. Harris, 118 Mass. 147, a State 
bank converted into a national banking association. The holding was 
that the latter succeeded to a cause of action of the former without 
formal assignment (at page 151). In Iowa Light, Heat & Power Co. 
v. First Nat. Bank, 250 Mass. 358, 354, 145 N.E. 433 (as explained in 
Atlantic Nat. Bank, petitioner, 261 Mass. 217, 220-221, 158 N.E. 780), 
it was held that a national bank which first converted from a State trust 
company and then consolidated with another national bank continued 
the identity of the State trust company so as to remain the trustee under 
a corporate indenture without need for reappointment. In Deitrick v. 
Siegel, 313 Mass. 612, 48 N.E.2d 698, a national bank resulting from the 
consolidation of a State trust company and a national bank was held to 
continue the identity of the trust company so far as to stand in the same 
relationship to the maker of a note as the State trust company, the 
original payee. 

Three cases of consolidations declined to accept the theory of a 
continuing identity. Commonwealth-Atlantic Nat. Bank, petitioner, 249 
Mass. 440, 144 N.E. 448; Atlantic Nat. Bank, petitioner, 261 Mass. 217, 
158 N.E. 780; Worcester County Nat. Bank, petitioner, 263 Mass. 444, 
162 N.E. 217, affirmed Ex parte Worcester County Nat. Bank, 279 U.S. 
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347, 49 S.Ct. 368, 73 L.Ed. 733. They have since been confined in 
“application to positions of trust requiring judicial approval and appoint- 
ment.” Deitrick v. Siegel, 318 Mass. 612, 619, 48 N.E.2d 698, 702. 
Whether they should be again reconsidered to determine if any further 
limitation should be made does not fall within the scope of our present 
duty. It will be noted that a conversion and a consolidation are not the 
same. “Plainly the conversion of a state bank into a national bank under 
consideration in the two cases last cited‘ differs in essential particulars 
from.a consolidation such as is disclosed on this record.” Worcester 
County Nat. Bank, petitioner, 263 Mass. 444, 453, 162 N.E. 217, 221. 

The interlocutory decree overruling the demurrer is affirmed. A 
final decree is to be entered which declares that the capital stock of the 
plaintiff is a legal investment for Massachusetts savings banks under 
G.L. c. 168, and which orders the defendant to place the stock on the list 
prescribed by G.L. c. 168, § 51, as appearing in St.1955, c. 482, § 1. 


So ordered. 


4 Michigan Ins. Bank v. Eldred, 143 U.S. 293, 300, 12 S.Ct. 450, 36 L.Ed. 162, 
supra. Metropolitan Nat. Bank v. Claggett, 141 U.S. 520, 527, 12 S.Ct. 60, 35 
L.Ed. 841, supra. 


APPROVAL OF FEDERAL RESERVE BOARD NOT NEEDED 
FOR BANK TO PAY STOCK DIVIDEND 


A state member bank has asked the opinion of the Federal Reserve 
Board in regard to the payment of a stock dividend. The bank wanted 
to pay a stock dividend in an amount which would have exceeded the 
total of net profits for the present year plus the retained net profits from 
the two preceding years and inquired whether or not the Board’s ap- 
proval of this action was necessary under Section 5199(b) of the Revised 
Statutes as amended (12 U.S.C. 60). The Board ruled that its approval 
was not required because the purpose of the statute is to prevent the 
depletion of the capital structure of a bank by the payment of excessive 
dividends. Since a stock dividend does not result in the payment of 
cash or other assets, the Board did not consider the term “dividend” 
to include a stock dividend. 
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Bank Not Liable for Failing to Reveal Existence 
of Chattel Mortgage 


Mr. and Mrs. Brandt sued the bank claiming that the bank 
participated in a fraud whereby the Brandt's were induced to 
invest $10,000 in a newly formed corporation with Mrs. Brandt's 
brother. The brother already owned a farm implement com- 
pany which was apparently insolvent and indebted to the bank 
on $41,000 note secured by a recorded chattel mortgage on all 
its inventory and equipment. The Brandt's and the brother 
had determined to form a new company and the bank advised 
and assisted the Brandt's in borrowing $10,000 to invest in the 
new business. The brother also invested $10,000 and the bank 
loaned the new company $6,500 (guaranteed by the Brandt's) 
all of which sums were used to buy the inventory and equip- 
ment of the brother's farm implement company. The latter 
company used the $26,500 it received on the sale to make a 
payment on the $41,000 note which was ultimately paid in full 
without any foreclosure of the chattel mortgage. Upon the 
failure of the new company the Brandt's brought suit against 
the bank claiming that the bank should have revealed to them 
the existence of.the chattel mortgages held by the bank on the 
inventory and equipment purchased by the new company. 


The court granted summary judgment to the bank. It stated 
that the Brandt's were chargeable with the duty of making a 
reasonable investigation and with knowledge of whatever facts 
such inquiry would disclose. The bank had no duty, the court 
continued, to act as guardian of the Brandt's to make sure that 
Mrs. Brandt's brother was making full disclosure to them. The 
bank could not, however, affirmatively conceal facts or refuse 
to reveal pertinent facts upon inquiry or otherwise deceive or 
assist in deceiving the Brandt's. Brandt v. Springville Bank- 
ing Company, Supreme Court of Utah, 353 P.2d 460. The 
opinion of the court follows: 
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CROCKETT, C.J.—This is an action by the plaintiffs, Howard W. 
Brandt and his wife, Leona, against the defendant banking company 
which appears to be grounded upon a contention that the bank collab- 
orated in a fraud upon them in inducing them to invest $10,000 in a 
business enterprise with Leona’s brother, Waldo W. Jackson. 


Upon the basis of the pleadings, affidavits, depositions and docu- 
mentary evidence presented by the parties, a motion for summary judg- 
ment was granted in favor of the defendant and against the plaintiffs, 
from which the latter appeal. We are obliged to review the record in 
the light most favorable to the party against whom the motion was 
granted.* 


During the early part of 1955 the Brandts talked to Mrs. Brandt's 
brother Waldo about going into business with him. He already owned 
and operated the Jackson Sales & Service Company, but they didn’t 
want to buy into it, so it was proposed that a new hardware and farm 
implement business be organized. Waldo suggested that the plaintiffs 
talk to the defendant F. C. Packard, President of the defendant bank, 
about the proposal and a way of raising the necessary money. They did 
so, and the bank’s officers assisted them in borrowing the $10,000 needed 
on mortgages on their home and other property to invest in the business. 


On March 2, 1955, the parties met at the bank where final arrange- 
ments were made for organization of the new corporation by the plain- 
tiffs and Mr. Jackson, known as The Stockmen & Farmers Mart. It was 
to acquire part of the hardware and farm implement inventory and cer- 
tain equipment owned by Jackson Sales & Service, which had been 
valued at $26,500. The plaintiffs deposited their check for $10,000, 
which Jackson matched by depositing checks of an equal amount. The 
bank loaned the new company $6,500 in return for a note in that amount, 
which was guaranteed by the plaintiffs. A check was drawn by the 
new company to pay Jackson Sales & Service for the inventory and 
equipment above referred to. 


Presumably, if Waldo Jackson, or Jackson Sales & Service, had spent 
this money for some other purpose, the plaintiffs would have had no 
cause to complain. It is because Jackson used it to pay on a note of 
approximately $41,000 that his company owed to the defendant bank 
that the plaintiffs contend that the bank had an ulterior motive in pro- 
moting the transaction to get the benefit of the money plaintiffs put 
into the business. Further facts pointed to as supporting this idea are 
that the $41,000 note just referred to was secured by a mortgage on 
real property owned by Jackson Sales & Service and a chattel mortgage 
on its personal property, including the inventory and equipment trans- 


1 Morris v. Farnsworth Motel, 123 Utah 289, 259 P.2d 297. 
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ferred to the new company, Stockmen & Farmers Mart, which mortgages 
were on record. 

The pivotal proposition relied upon by the plaintiffs is that the de- 
fendant bank and its officers did not reveal to them the existence of the 
chattel mortgage just referred to, and that they should have done so 
because they bore a fiduciary relationship to them. They further aver 
that they would not have invested their $10,000 in the Stockmen & Farm- 
ers Mart if they had known of the chattel mortgage; and that it was 
because of said mortgage that the business failed and they lost their 
money. 

In dealing with the above contention, it should first be observed that 
under the facts shown as to the bank’s involvement in the transaction, 
we see no basis to support the contention that a fiduciary relationship 
existed between it, or its officers, and the plaintiffs. 

In support of their claim that the bank dealt unfairly with them, the 
plaintiffs assert that in May, 1955, it put pressure on them to sell some 
of their inventory and assets in order to pay on the $6,500 note. In Sep- 
tember, 1955, they traded some of their assets for a farm in Payson, 
which was in turn sold, netting $4,300 which was applied on that note. 
We are unable to see that this transaction has any bearing on the fraud 
which plaintiffs seek to establish in regard to making their original in- 
vestment. Nor do we see any logical basis for deducing that it had 
anything to do with the fact that the Stockmen & Farmers Mart went 
broke. 


It was after the business had failed that the plaintiffs claimed that 
the defendants had been guilty of fraud and deception in inducing them 
to enter into it and filed this action on that theory. The plaintiffs were 
adults and went to the defendant bank expressing an intention to go 
into a business venture. They are chargeable with the duty of making 
reasonable investigation and inquiry and with knowledge of whatever 
facts such inquiry would disclose. It seems a fair assumption that they 
knew that the Jackson Sales & Service was in debt because they didn’t 
want to go into it, but wanted to form a new company. Whether they 
had actual knowledge or not, they are charged with such knowledge 
because the facts were readily available to them upon inquiry. They 
also knew that their company was taking over part of the inventory of 
Jackson Sales & Service, which they were paying for, and were upon 
the duty of inquiry as to how it stood as to that company’s debts. It 
would seem quite beyond reason to permit them to blindly enter into 
the business without inquiry and then later blame the bank for lack of 
knowledge of important facts pertaining to an indebtedness upon prop- 
erty they were acquiring. This is particularly so because it was their 
own brother they were going into business with and he had full knowl- 
edge of the facts; and there is no basis upon which to suppose that the 
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bank would suspect that he was concealing information from them, if 
he in fact did so. 

Under the circumstances it would be quite impractical, and beyond 
any legal duty the bank owed the plaintiffs, to require it to step out of 
its role as a financing institution and act as guardian of the plaintiffs 
to see that their own brother was making a full disclosure of the facts 
concerning a business adventure, or to warn them against making an 
unwise move by going into business with him. It is, of course, to be 
recognized that the bank could not with impunity affirmatively conceal 
facts from the plaintiffs nor refuse to reveal pertinent facts upon inquiry, 
nor otherwise actively deceive or assist in deceiving the plaintiffs. But 
there is no indication that the bank or its officers did anything of that 
character nor could they have concealed the chattel mortgage because 
it was recorded. We are of the opinion that the trial court was correct 
in its conclusion that there is no basis upon which to predicate a cause 
of action for fraud and deceit against the defendant.? 

Further, and of controlling importance, is the fact that there is no 
indication that the chattel mortgage about which the plaintiffs complain 
had anything to do with the business going broke. It was never fore- 
closed and the property described in it was never attached by the bank. 
The balance of the note of the Jackson Sales & Service Company, 
secured by the real estate mortgage and the chattel mortgage referred 
to, was satisfied and discharged by conveyance to the bank of real estate 
by Waldo Jackson and his company. Therefore it was never necessary 
for the bank to invoke the chattel mortgage to collect that debt. It is 
thus clear that there is no basis upon which it could be found that the 
existence of the chattel mortgage in question had any connection with 
the failure of the Stockmen & Farmers Mart. 

We are cognizant of the desirability of permitting litigants to fully 
present their case to the court and that a summary judgment prevents 
this. For that reason courts are, and should be, reluctant to invoke this 
remedy.’ Yet the granting of such a motion does have a salutary pur- 
pose in our procedure because it eliminates the time, trouble and expense 
of a trial, when upon the best showing the plaintiff can possibly make, 
he would not be entitled to a judgment.‘ It is our opinion that the trial 
court was correct in so analyzing this case and in granting the motion 
for summary judgment against the plaintiffs. 

Affirmed. Costs to defendant (respondents). 

McDONOUGH and CALLISTER, JJ., concur. 


HENRIOD, Justice (concurring). 
I concur in the result for the reasons that the pleadings indicate that 


2 For elements of fraud see Pace v. Parrish, 122 Utah 141, 247 P.2d 273. 
3 Holland v. Columbia Iron Mining Co., 4 Utah 2d 303, 293 P.2d 700. 
* Zampos v. United States Smelting, Refining & Mining Co., 10 Cir., 206 F.2d 171. 
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the limitations statute, 78-12-26, U.C.A.1953, relating to fraud actions, 
was properly pleaded and was a bar to the action and the theory on 
which it was based as against defendants. 


WADE, Justice (dissenting). 

I dissent. This case, having been disposed of on a summary judg- 
ment should be reversed unless the showing made when considered in 
the light most favorable to the losing party clearly shows that “there is 
no genuine issue as to any material fact and that the moving party is 
entitled to a judgment as a matter of law.” So if the showing fails to 
clearly indicate that plaintiffs do not have proof which would reasonably 
support a judgment in their favor the judgment should be reversed. 

The prevailing opinion states that we must view the evidence in the 
light most favorable to the losing party. However, the statements of 
the evidence therein contained are statements of the winning parties’ 
views of the evidence. 

I think it clear that plaintiffs, the Brandts, could make a prima facie 
showing of a fiduciary relationship between them and the officers of the 
bank to whom they turned for advice before investing in this project. 
Furthermore, the evidence indicates that they could make such a show- 
ing that the bank officers knew that the Jackson business was insolvent 
and that they advised and arranged the loan of $10,000 to the Brandts 
to enable them to invest it in the Jackson business under another name 
with the expectation, which was later realized, that this money which 
the Brandts borrowed would be applied as payment to the bank on some 
worthless debts of the old Jackson business. Such a showing would be 
sufficient to shift the burden of persuasion on the defendants, the bank 
and its officers, that in advising the Brandts to invest in the Jackson 
business they did not withhold from them any pertinent information 
which would have a bearing on the advisability of the Brandts making 
the investment.? In my opinion the fact that Mrs. Brandt is the sister 
of Mr. Jackson is not sufficient to prevent a fiduciary relationship be- 
tween the bank and its officers and the Brandts in advising them on the 
advisability of investing in this project. 
~~ 1§ee Utah Rules of Civil Procedure Rule 56(c), 9 Utah Code Ann.1953, p. 644; 


also annotation of cases in pocket supplement to this volume, Rule 56(b) and (c). 
2 See In re Swan’s Estate, 4 Utah 2d 277, 293 P.2d 682. 











BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 


Accommodation Maker Liable on Note Where Consideration Was 
Given Principal Maker in Reliance Upon Signature of 
Accommodation Maker 


Harrison v. M.R.A., Ltd., d.b.a. Territorial Collectors, United States Court of Appeals, 
Ninth Circuit, 278 F.2d 539 


The consideration given by a payee for the promise of one joint 
maker of a promissory note is sufficient to bind the other joint 
maker to whom none of the consideration passes where the considera- 
tion or value is given by the payee in reliance upon the signature of the 
accommodation maker. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 42. 


Proceeds of Sale of Automobiles Under Trust Receipts Not 
Subject to Lien 


English v. Universal CIT Credit Corporation, United States Court of Appeals, 
Fifth Circuit, 278 F.2d 750 


Where finance company entered into trust receipt transactions with 
respect to numerous automobiles held by dealer for sale and within ten 
days of learning that dealer had sold automobiles in its possession made 
demand for accounting and pursuant thereto received nearly all of deal- 
er’s assets, and where dealer within four months was adjudicated a bank- 
rupt, the transfer was a voidable preference because finance company 
did not have a general lien upon assets of the dealer since it did not make 
its demand within ten days after the proceeds from the sale of the en- 
trusted automobiles were received by the dealer. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 1562. 


Rights Under Note Effectively Assigned by Separate Instrument 
Continental Bank & Trust Company v. Cunningham, Supreme Court of Utah, 353 P. 2d 168 
Bank’s assignment by a separate instrument in writing constituted a 


legally effective transfer of its rights under a promissory note even 
though the note had not been negotiated in accordance with the pro- 
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visions of Title 44 of the Utah Code. For similar decisions see B.L.J. 
Digest (Fifth Edition) § 94. 


Bank Records Subject to Subpoena in International Extradition 
Proceeding 


Application of First National City Bank of New York, United States District Court, 
Southern District New York, 183 F. Supp. 865 


United States district court for district in which banking institutions 
transacted business had power to compel banks to appear in that court 
to give testimony and produce material records for use in an international 
extradition proceeding pending in a district court in another state. . For 
similar decisions see B.L.J. Digest (Fifth Edition) § 1346.3. 


Preliminary Injunction Restraining Authorization of Branch 
Office Affirmed 


Gidney v. Commercial State Bank of Roseville, United States Court of Appeals, District 
of Columbia Circuit, 278 F.2d 871 


Preliminary injunction issued in suit brought by two Michigan banks 
(174 F. Supp. 770) restraining Comptroller of Currency from issuing a 
certificate authorizing a national bank to open an “outside branch” office 
in Clinton Township, Michigan affirmed. For similar decisions see B.L.]. 
Digest (Fifth Edition) § 119. 


Bank Which Honored Checks Drawn in Accordance With 
Corporate Resolutions Not Liable 


Loverdos v. Vomvouras, Supreme Court, New York County, 200 N.Y. S. 2d 921 


In action to hold bank liable for honoring checks drawn on corporate 
account, bank was entitled to judgment where it received and acted on 
basis of duly certified banking resolutions from corporation bearing the 
proper corporate seal, and where, upon receipt of objections from a 
stockholder of the corporation, it required and received full documentary 
support of resolutions including copies of the by-laws, meetings of 
stockholders and directors’ meetings and the legal opinion of counsel. 
For similar decisions see B.L.J. Digest (Fifth Edition) § 1210. 








BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the nation, 
include the following: 


ALABAMA: Although the number of small loan companies in Ala- 
bama has shrunk from a peak of 649 to 468 since the state’s 1959 small 
loan regulatory law went into effect, State Banking Superintendent John 
S. Curry said little of this reduction can be attributed to the restrictions 
imposed by the new statute. 


Much of the reduction was caused by consolidation of outlets as an 
economy measure, according to Curry. He added, however, that some 
loan companies did go out of business because they couldn't operate 
under the law. These mostly were firms with insufficient capital. 


Curry disclosed that as of the middle of August, there were 110 
loan companies licensed in Jefferson County, compared with a peak of 
142. The number had dropped to 68 in Mobile County, as against a 
high of 80. In Montgomery County the number fell from 57 to 44. 
There are 28 counties in Alabama with no licensed small loan companies. 


Proposals being submitted to the Alabama electorate in November 
include a state constitutional amendment aimed at encouraging out-of- 
state lenders to invest more money in the state without the present risk 
of being taxed as foreign corporations. 


The amendment was sponsored in the state legislature by Senator 
Larry Dumas of Jefferson County, who said out-of-state lenders are 
hesitant now about investing money in Alabama mortgages despite a 
1951 law identical to the proposed amendment. 


The reason stems from recent court decisions in other states, ac- 
cording to Dumas, who said “they are worried for fear the mere legis- 
lative act does not qualify them to do business in Alabama.” 


Consequently, he explained, only a few banks and other lending 
agencies are willing to take the chance and invest in Alabama mortgages. 


The proposed amendment would exempt these out-of-state concerns 
from foreign corporation taxes. However, the mortgage loan brokers 


with whom these concerns deal would be subject to state taxes. 
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ILLINOIS: Plans of Illinois automobile dealers to seek the enact- 
ment next year of a state law exclusively regulating automobile sales 
financing have been announced by Edward L. Cleary, executive vice 
president of the Chicago Automobile Trade Association. 

He said the proposed legislation would: Put a maximum limit on 
finance charges; require full disclosure of contract terms; and establish 
a uniform method of calculating the money due a buyer who prepays 
; his installment contract. 

, Even if set rather high, Cleary said, the finance charge ceiling would 
at least give some recourse in law to the victims of charges which now 
sometimes reach as high as 240 per cent. 

“The bad dealers are in the minority,” Cleary said, “but there are 
| just enough of them to give the entire industry a black eye.” 

In noting that the proposed legislation would be similar to the laws 

' of more than a dozen other states, Cleary said present plans are to 

establish maximum finance charges of $8 per $100 a year on new cars, 

gradually increasing the scale up to $16 per $100 a year for cars over 
four years old. 

Such legislation would not hurt legitimate car dealers and finance 
companies, Cleary stressed, since most charge under what the law would 
specify as the limit. 

The proposed legislation would plug a loophole in a general retail 

installment law enacted by the 1957 Illinois legislature. The 1957 act 

allowed automobile finance charges and insurance costs to be listed in 
one, instead of separate figures. 

Under the proposed legislation, Cleary said, the buyer should be able 
to see clearly what each of these charges will be. 


INDIANA: A report made public by Joseph McCord, director of 

the Indiana Department of Financial Institutions, disclosed that the 718 

licensed small loan companies in the state last year extended loans total- 

ing $221,175,952 to 639,600 persons. The average loan amounted to 
$345.79. 


The report showed that by far the greatest concentration of borrow- 

ing was in the $400 to $500 category, which accounted for more than 

67 per cent of the loans granted last year. Another 24.23 per cent were 

in the $200 to $400 bracket while only slightly more than 6 per cent were 

in the $100 to $200 area and less than 2 per cent were for amounts less 

than $100. 


The department, which licenses and regulates small loan companies, 
said the average monthly interest on the loans was 2.07 per cent on out- 
3 standing balances, a slight decrease from the 2.10 per cent figure for 
1958. 
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To the loan companies, the department said, the business last year 
meant a net earning of 5.61 per cent on the average firm’s employed 
assets. 


MICHIGAN: A committee of the Michigan House is making a 
study of the need for new state legislation in the field of consumer credit. 

Headed by Rep. Homer Arnett of Kalamazoo, the committee re- 
cently conducted a hearing at Western Michigan University to receive 
testimony from customers and representatives of collection and loan 
agencies. 

Besides considering the advisability of new legislation in the credit 
area, Arnett said the committee also discussed a proposal to require 
licensing of collection agencies. 

He further declared that defining carrying charges as tax-deductible 
interest would benefit taxpayers. 

Another meeting of the committee is scheduled in Detroit during 
October. In addition to Arnett, the committee includes Representatives 
William Hayward of Royal Oak and Roger Townsend of Flint. 


MISSOURI: In a precedent-setting decision, the Missouri State 
Bank Board approved a branch drive-in bank facility for the Commerce 
Trust Co. of Kansas City. 

The board’s decision followed a hearing earlier this year on the 
bank’s proposal to build a facility between 11th and 12th Sts. on the 
east side of Charlotte St. in Kansas City. 

The bank had applied for permission last October to G. Hubert 
Bates, state finance commissioner, who rejected it on the premise that 
the bank’s present walk-up and drive-in facility on 10th St. already 
constituted one branch facility. Under Missouri's 1959 branch banking 
law, a bank may have only one branch facility. 

The decision was the first by the appeals board on the new branch 
banking law and is expected to have a far-reaching effect on the ap- 
plications of scores of other Missouri banks for permission to establish 
a branch facility. 

The sole question in the Commerce Trust Co. case was whether the 
10th St. facility was a branch. Bates contended it was and, therefore, 
the bank could not establish the Charlotte St. branch under the new law. 

The bank insisted, however, that the 10th St. facility was part of 
the present parent bank. It has an overhead ramp connecting the two 
structures, possesses an alley easement and the bank owns or leases 
the land on which the multiple structure is located. 


MONTANA: Commercial Credit Corp. filed a new suit in District 
Court in Great Falls protesting taxation of automobile sales contracts 
or “evidence of debt secured by mortgage.” 











893 





BANKING LEGISLATIVE TRENDS 


The suit sought recovery of at least $16,403.91 of $19,644.03 in 1960 
personal property tax, bringing to $67,667 the amount of tax contested 
by the firm in a series of annual suits since 1955. 

The company asked recovery of $14,243.84 in taxes collected on 
assessment of automotive sales documents or mortgages and an addi- 
tional $2,160.07 as an alleged overcharge on taxation of taxable moneys 
and credits of the firm. 

The suit contended that county officials assessed these moneys and 
credits at 100 per cent of value while other property in the county was 
assessed at no more than 40 per cent of the full and true value. 

It also asked that ile county officials be enjoined from taxation of 
all evidences of debt secured by mortgage of record, including motor 
vehicles. 

Heart of the long dispute between the county and the finance com- 
pany is whether the loans made by the company for automobile pur- 
chases are actually mortgages under the law or really conditional sales 
contracts, as contended by the county. 

Legal mortgages on property in Montana are not subject to taxation. 
The suits filed by the company since 1955 asked to recover the following 
amounts: $9,128; $8,052; $9,653; $9,752, and $14,676. 


NEW JERSEY: State Banking and Insurance Commissioner Charles 
R. Howell announced regulations defining contractors and transactions 
covered by the New Jersey home repair financing act, one of several 
consumer credit measures enacted by the state legislature earlier this 
year. 

Howell said the regulations would go into effect with the law on 
Sept. 7. Noting that the “safety and general welfare of the public re- 
quires the promulgation . . . without prior notice and hearing,” the 
commissioner said, however, that a public hearing would be held on 
Aug. 31 to determine if the rules should be “repealed, modified or con- 
tinued in force.” 

One rule says that any person participating in at least two home- 
repair contracts in any calendar year will be deemed to be in the business 
for the purpose of qualifying as a home repair contractor. 

The commissioner’s office said it expected to process thousands of 
applications for home repair contractor's licenses before the effective 
date. Howell said any contractor will have to be licensed if he secures 
and performs a home repair contract for a property owner, assigns a 
contract to another party, or assumes another's contract. 

A home repair contract is defined as any agreement providing for 
more than three monthly installments. The commissioner said addi- 
tional regulations would be proposed to further implement the home 
repair law, as well as a companion retail installment sales act, under 
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which sales finance companies or motor vehicle installment sellers will 
be licensed and regulated. 

Howell said he did not expect to have to invoke emergency powers 
regarding these regulations, since public notice and hearing will precede 
their adoption. 

As two consumer protection laws imposing stringent controls on time 
sales of cars, general merchandise, and home improvements went into 
effect in New Jersey on Sept. 7, State Banking Commissioner Charles R. 
Howell said his department was “prepared to enforce the programs to 
the hilt.” 

James M. Sullivan, chief of the Consumer Credit Division in the 
banking department, said his division had been expanded to handle the 
licensing and other regulatory features of the laws. 

Sullivan said more than $130,000 in license fees was anticipated, 
enough to pay for increased payroll and other enforcement costs. As 
the laws became effective, more than 1,250 motor vehicle dealers had 
been licensed out of a possible 5,600 and 750 home improvement con- 
tractors and agents out of a minimum of 3,500. 


Howell said with the activation of the new law he expected a rush 
of applications for licenses from the entire installment sales field. The 
commissioner said it was his understanding that banks and other finan- 
cial houses which do business with home improvement and other time 
sales firms would not discount their installment contracts unless they 
are licensed. This, he added, would promote the anticipated flood of 
license applications. 

One of the new measures, the state retail installment sales act, sets 
maximum finance charges of $7 per $100 per year on new cars, $10 on 
cars up to two years old, $13 on cars more than two years old, and $10 
per year on general merchandise. 

The other measure, the home repair financing act, imposes maximum 
finance charges for home improvements of $7 per $100 per year, with 
minimum charges of $10 and $12 for small transactions of a short-term 
duration. This law, in addition to stringent licensing provisions, calls 
for a home improvement advisory board consisting of the banking com- 
missioner and eight other members nominated by the governor and con- 
firmed by the State Senate. 

Howell said the regulations “should result in vastly increased pro- 
tection for the public.” He said the growth of installment sales has 
increased the nation’s living standard and “made a tremendous contribu- 
tion” toward expanding the economy. “But,” he added, “along with these 
benefits, there have been many excesses and abuses.” 


NEW YORK: Under investigation by a New York State legislative 
committee are charges that some lending institutions in the state are 
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reluctant to make mortgage loans to owners of small homes, thus forcing 
them to pay higher discount and interest rates. 

Assemblyman Melville E. Abrams of the Bronx said that a committee 
on mortgages and real estate, of which he is a member, would conduct 
hearings on the matter in leading cities of the state. 

Abrams asserted that funds for lending on small homes were in short 
supply in some communities largely because the lending institutions 
had adopted the practice of pouring tremendous amounts of money into 
out-of-state projects. 

The committee, headed by Assemblyman Ernes Curto of Niagara 
County, has been empowered to study the mortgage practices of banks, 
insurance companies and other state-chartered lenders. 


NORTH DAKOTA: Although North Dakota’s new small loan regu- 
latory law went into effect July 28 following earlier approval by the 
electorate in a statewide referendum, loan firms planning to register 
under it will have to await the drafting of application forms. Mean- 
while, however, they are being allowed to operate under the new law. 

State Banking Examiner George H. Russ, Jr., under whose jurisdic- 
tion the 1959 legislature put administration of the act, said lawyers were 
drafting application forms and steps were being taken to set up a small 
loans division in his department. He said two deputy examiners would 
be assigned to the division, and a stenographer hired. 

Russ estimated it would be about 60 days from the effective date of 
the new law before the small loans administration division starts func- 
tioning. 

Meanwhile, State Attorney General Leslie R. Burgum ruled that 
although some erroneous words were included in the small loan act, the 
measure stands as passed by the legislature and approved by the voters 
in the referendum. 

In the opinion, which was directed to Russ, the attorney general said 
footnotes in the 1959 session laws call attention to two errors in the 
House and Senate journals referring to the small loan act. The foot- 
notes say the word “may” was erroneous included and the word “only” 
was erroneously inserted instead of the word “thereon.” 

The opinion said, however, that since the legislature, governor, secre- 
tary of state and the voters approved the referred measure with the er- 
roneous language included, that language is the law. 

The attorney general's office said there is no substantial change in 
the law because of the language. The law is clear, the opinion said, 
that a licensee may charge the interest rates as prescribed in the bill on 
an amount up to and including $1,000, but may not charge such interest 
rates on any amount exceeding $1,000. 

The interest rate that applies on the amount exceeding $1,000 is 7 per 
cent per annum as provided by regular state law. 
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On smaller loans, the measure limits interest charges to 214 per cent 
per month on the unpaid balance up to $250; 2 per cent from $250 to 
$500; 13/, per cent from $500 to $750; and 1% per cent from there to 
$1,000. 


TEXAS: Formation of a statewide committee to seek enactment of 
a Texas small loan regulatory law was announced by its chairman, Abner 
V. McCall of Waco. 

Called the Texas Committee to Eliminate the Loan Shark Evil, the 
group was organized by 92 civic leaders from throughout the state. 

McCall, now executive vice president of Baylor University, formerly 
was an associate justice of the Texas Supreme Court and dean of Baylor 
Law School. 

“This volunteer committee,” he said, “will work for the adoption of 
Constitutional Amendment Number 4 at the Nov. 8 general election. 

“Texas is one of the few states that does not have adequate laws to 
regulate the small loan industry. As a result, the state has been so 
notorious for abuses of small borrowers that we have become known 
throughout the nation as “The Loan Shark State.” 

McCall expressed hope that many others would join the 92 original 
members in bringing the issue to the attention of the voters. 

The amendment being submitted to the Texas electorate, as a result 
of 1959 state legislative action, would permit the state legislature to set 
special maximum interest rates on small loans and to license and regulate 
the small loan field. The Texas constitution now limits all interest rates 
to 10 per cent. 


VIRGINIA: A hearing was scheduled for Oct. 13 by the Virginia 
State Corporation Commission in the case of four industrial loan associa- 
tions challenging the administration of a new state law which apparently 
forbids them to use the words “savings and loan” in their corporate name. 

The associations, in a petition for a declaratory judgment filed with 
the SCC, asked the commission to invalidate a ruling of its bureau of 
banking and an opinion by State Attorney General Albertis S. Har- 
rison, Jr. 

The companies involved are the City Savings and Loan Corp. of 
Petersburg, the Norfolk Savings and Loan Corp., the Mutual Savings and 
Loan Co. of Norfolk and the Portsmouth Savings and Loan Corp. 

Under a 1960 Virginia law, new requirements were spelled out for 
both savings and loan and industrial loan associations. The requirements 
are stricter for the savings and loan than for the industrial loan com- 
panies. 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Stock Value Reduced Under Blockage Theory 


Estate of Mary R. Bartol v. District Director of Internal Revenue, United States District 
Court, Eastern District, Pennsylvania, July 19, 1960 


Decedent's estate included 1,440 shares of stock in an insurance 
company which had 3,600,000 shares outstanding. On the date of death, 
100 shares were traded on the American Stock Exchange at a mean 
value of $87 per share. Held: The value of the stock for Federal estate 
tax purposes is $84 per share. An expert witness had testified that this 
was the value which could have been realized if the stock had been 
made the subject of a secondary offering. 


Widow’s Allowance Did Not Qualify for Marital Deduction 
Estate of Edward A. Cunha v. Commissioner of Internal Revenue, United States 
Court of Appeals, Ninth Circuit, May 23, 1960 

Decedent’s widow was granted a family allowance of $900 per month 
until administration of the estate had been completed. Although the 
allowance would terminate on the death or remarriage of the widow, the 
entire amount had been paid to the widow at the time the Federal 
estate tax return was filed. Held: The allowance is a terminable interest, 
and does not qualify for the marital deduction, although deductible in 
part since the widow was a residuary legatee of the estate. 


Deduction Not Allowable Where Claim is Not Enforced 
Revenue Ruling 60-247, I.R.B. 1960-29, p. 17 


The Internal Revenue Service has recently ruled with respect to the 
deductibility for Federal estate tax purposes of certain claims which 
are not paid by an estate. Held: No deduction will be allowed for 
claims which will not be paid because the creditor waives payment, fails 
to file his claim within the applicable period, or otherwise fails to enforce 
payment. An exception will be made where the creditor is the sole 
beneficiary of the estate, and the claim may be deemed to have been 
paid through the payment of the legacy in an amount at least equal to 
the amount of the claim. 
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Commissions do not Reduce Charitable Deduction 
In re MacArthur, New York Surrogate's Court, Broome County, February 25, 1960 


Decedent’s will created a testamentary trust, to which he bequeathed 
all of the common stock of his real estate corporation. The trustees 
were directed to liquidate the assets of the corporation, or the corporation, 
and, after retaining a reserve for expenses and contingencies, to distribute 
the proceeds annually to charity. Held: The trustees are to be allowed 
expenses of liquidation and commissions, but the value of the charitable 
bequest for New York State estate tax purposes is the full value of the 
stock in the corporation, not reduced by expected expenses and com- 
missions. 





Tax on Remainders Payable on Termination of Life Estate 
New Mexico, Opinion of the Attorney General, June 20, 1960 


The New Mexico Attorney General has ruled on the time for col- 
lection of the inheritance tax on a remainder following a bequest or 
devise to parents, husband, wife or lineal descendants. Held: The tax 
on the remainder is collected at the termination of the life estate. 





Tax-Free Bequest Does Not Create Additional Legacy 
Estate of Hortense F. Loeb, Supreme Court of Pennsylvania, Eastern District, June 29, 1960 


Decedent’s will provided that all inheritance and succession taxes be 
paid out of the residue of her estate. The Pennsylvania estate assessed 
inheritance tax based on the clear value of the legacy. The Department 
of Revenue computed and calculated the inheritance taxes on the pre- 
residuary legacies by treating each bequest as creating an “additional” 
legacy of an amount of tax which would otherwise be payable by the 
legatee. Held: The tax is properly computed on the basis of the 
amount of the legacy under the will, as this is its “clear value”. 


Statutory Tax Rate Applicable to Alien Beneficaries 
Estate of Klug, Supreme Court of lowa, August 2, 1960 


Decedent’s estate was distributable in part to an alien, resident in 
Belgium. The statute provided the rate of inheritance tax on bequests 
received by alien beneficiaries, but further provided that the right of 
aliens to take property “upon the same terms and conditions as residents 
of the United States” depended upon the existence of a reciprocal pro- 
vision in the applicable foreign country. It was argued the reference to 
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“same terms and conditions” meant that the pertinent tax rate in the 
foreign country was meant to apply. Held: The stated rate was ap- 
plicable; the further reference to “terms and conditions” was not intended 
to include tax rates. 





Testamentary Intent Does Not Invalidate Inter Vivos Gift 


Marie D. Bouchard v. Commissioner of Internal Revenue, United States Tax Court, 
June 30, 1960 


Decedent, wishing to spare his wife the difficulties and inconvenience 
of probate proceedings, placed certain of his property in joint tenancy. 
Decedent continued to manage the property. Under the provisions of 
the Internal Revenue Code then applicable, the basis of the interest in 
the joint property for purpose of computing gain on their sale was the 
basis to decedent, unless such properties were acquired by bequest. 
Held: The property interest was acquired by gift. The presence of 
testamentary motive did not convert the gift into a bequest. 





Service Rules Favorably on Certain Stock Options 
Revenue Ruling 60-242, |.R.B. 1960-29, 10 


The Internal Revenue Service has recently ruled with respect to the 
status of certain stock option agreements which, to insure that the ap- 
plicable limitations were met, provided that the option price should 
be based ultimately on the value of the stock as determined by the 
Internal Revenue Service. The Service previously had ruled that an 
agreement containing such a provision would not qualify for treatment 
under the provisions relating to restricted stock options. Held: The 
previous ruling will not apply to stock options granted prior to July 20, 
1959, the date of its issue, since agreements of the type proscribed had 
been entered into in good faith prior to that time. 





Service Rules on Amortization of Bond Premium 
Revenue Ruling 60-230, 1.R.B. 1960-26, 16 


The Internal Revenue Service has announced that it will not follow 
two recent cases in which it was decided that, in view of the likelihood 
of a call of bonds at a “special” redemption price, the bondholders were 
entitled to amortize as bond premium the difference between the pur- 
chase price and the “special” redemption price, rather than the general 
redemption price. In the view of the Service, the “special” price is de- 
pendent upon contingencies which preclude any reasonable advance 
ascertainment of a date of call at the “special” redemption price. 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Designation of Insurance Beneficiary by Will is Valid 


Austin v. Sears, United States District Court, Northern District California, 
180 Fed. Supp. 485 (1960) 


Decedent was insured under a group life insurance policy, under 
which the insured had the right to designate a beneficiary in writing. 
In the event no designation was made, a priority of beneficiaries was 
established in the policy. The decedent never designated a beneficiary 
in the manner provided, but attempted to provide for the devolution 
of the proceeds in his holographic will. Held: The designation was valid. 
There were no rival claimants, since the children of decedent would 
take only in the absence of a valid designation. 





Specific Bequests Abate to Provide Maximum Marital Deduction 
Osborn v. Osborn, Missouri Supreme Court, 334 S.W. 2d 48(1960) 


Decedent's will provided for certain “specific bequests”, and then 
provided for a bequest to his wife in the amount of the maximum marital 
deduction for Federal estate tax purposes. Held: In the absence of any 
more clarifying provision, it was the paramount intention of the testator 
to achieve the maximum marital deduction. Therefore, it was obviously 
necessary for other bequests to abate, including, if necessary, “specific 
bequests”. 





Bequest to Inter Vivos Trust Fails Where Trust Terminates 


Bank of Delaware, Executor v. Bank of Delaware, Trustee Delaware Chancery Court, 
161 A. 2d 430 (1960) 


Decedent’s will provided that the residue of her estate be added to 
the principal of an inter vivos trust created by her, but if, at her 
death, the trust was not in existence, then in equal shares to her next 
of kin. Subsequently, decedent amended the inter vivos trust to pro- 
vide that, on her death, the trust principal should be paid over to her 
executor to be distributed as part of her general estate. Held: Since 
after amendment, the trust could not be for practical purposes “in exist- 
ence” at the time of the death of the settlor, the alternate will pro- 
vision was applicable. 
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Decedent's Statements Prove Oral Trust of Insurance Proceeds 


Fahrney v. Wilson, California District Court of Appeals, Third District, 180 A.C.A. 719 (1960) 


Decedent had taken out a life insurance policy payable to his wife 
as beneficiary. It was alleged to have been the understanding that the 
proceeds were to be applied to the payment of decedent’s debts. Held: 
While the proof of an oral trust must be “clear and convincing,” the 
trial court could reasonably have found that the agreement existed, and 
a valid trust was created. 


Beneficiaries of Non-Probate Assets Must Contribute to 
Payment of Attorney’s Fees 


Matter of Mervis, New York Surrogate's Court, New York Country, N.Y.L.J., May 23, 1960 


Decedent’s taxable estate included probate assets of about $16,000, 
and non-probate assets of about $80,000. The attorney for the executor 
rendered services and dealt with problems attributable to non-probate 
as well as probate assets. Held: The fees of the attorney for the executor 
were “expenses” which, under section 124 of the Decedent Estate Law, 
were permitted to be assessed against the recipients of the non-probate 
assets, and in this case, their relative size made such assessment equitable. 





Bonus Check Was Estate and Trust Principal 


Estate of Frank R. Beattie, New York Surrogate's Court, New York County, N.Y.L.J., 
June 15, 1960, p. 13 


Decedent’s will created a trust of the residue of his estate. Almost a 
year after his death, the executors received a check from decedent's 
former employer representing a bonus for the year of his death. Held: 
The bonus was properly accounted as principal. The fact that the 
bonus was part of the decedent’s salary was of no significance as in- 
dicating a payment of income for the benefit of the life tenant of the 
testamentary trust. 


Executors Surcharged for Overpayment of Inheritance Taxes 
Estate of Hugh O. Jones, Supreme Court of Pennsylvania, Western District, June 29, 1960 


The executors of decedent’s estate were surcharged for various losses 
and penalties which were incurred in the administration of the estate. 
In particular, the executors were surcharged for failure to contest the 
appraised value of certain real estate, where the property had been sold 
prior to the appraisal for an amount less than its appraised value. Held: 
The failure to appeal the appraisal by the inheritance tax authorities was 
negligence. All the surcharges were upheld. 
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Bequest of Residue to Inter Vivos Trust Was Valid 


Estate of Julia Smith, New York Surrogate's Court, New York County, N.Y.LJ., 
June 22, 1960, p. 9 


Decedent bequeathed the residue of her estate to the trustee of an 
inter vivos trust created some years before her death, to be added to 
the principal of the trust. As settlor, decedent had retained the power 
to amend or revoke the trust, and after executing her will she amended 
the trust on different occasions. Held: The bequest was valid. The 
amendments to the trust were not so extensive as to constitute an alter- 
ation of the will by an instrument not published and attested as required, 
and the rule against incorporation did not require that the provision be 
invalidated. 


Claim Against Resident Debtor Authorizes Appointment of 
Administrator 


Estate of Pierre Atychides, New York Surrogate's Court, New York County, N.Y.L.J., 
June 23, 1960, p. 10 


Decedent was a non-resident alien who died in France. Prior to 
his death, he had entered into a charter party agreement, the per- 
formance of which by the other party had been guaranteed by a corp- 
oration having its principal place of business in New York County. Held: 
The claim against the debtor-guarantor was an asset which, for the 
purpose of jurisdiction to appoint an administrator of the estate of the 
creditor, had its situs at the principal place of business of the debtor. 


STOCK OPTION LEGISLATION FOR BANKERS 
PASSED IN MICHIGAN 


It has been announced that on August 17 legislation became 
effective in Michigan which provides that a bank may purchase 
and hold its own stock for the purpose of granting limited stock 
options to employees. Stock in an aggregate amount of 5% 
of the par value of the total capital stock of the bank may be 
purchased for this purpose. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Business Outlook 


What is the business outlook for 
the months ahead? So far, though 
many and varying points of view 
have been presented, all have one 
element in common. None re- 
gards the immediate future with 
unreserved optimism. On the con- 
trary, the underlining theme is 
“conditions won't get too bad.” 


W. L. McMillen, Associate Econ- 
omist of the Morgan Guaranty 
Trust Company of New York, be- 
lieves that business will be only 
fair during the balance of this year 
but declares that we are not on the 
verge of a recession. He defines 
a recession as a decline of about 
8 or 10 per cent or more in indus- 
trial production, or 4 or 5 per cent 
in Gross National Product. Ac- 
cording to Mr. McMillen, easier 
money has yet to transmit its max- 
imum force, and the full impact of 
higher current Government orders 
will not be experienced until 1961. 
“It seems reasonable,” he remarks, 
“that there will be an improvement 
in our economy by the middle of 
1961, and perhaps earlier. I be- 
lieve these trends will occur re- 
gardless of who wins the contest 
in November.” On the other hand, 
he reminds us that the current 
business expansion is getting old, 
as such expansions go and that the 
careful industrial planner should 
take this into consideration. 

Barring some further dramatic 
developments, declares Bank of 
New York economist William R. 
Biggs, 1961 may witness a sub- 


sidence in business. However, it 
is his opinion that the decline 
should be held to post-war reces- 
sion limits because of the certainty 
of a new and higher level of gov- 
ernment spending. He believes 
that supporting factors in the econ- 
omy should be sufficient to prevent 
a decline in the coming months 
from gaining too much momen- 
tum, but should not be strong 
enough to prevent the decline 
from occurring. 

Mr. Biggs also raises the point 
that the recovery is nearly thirty 
months old. And he adds that the 
recent upswing was one of the 
weakest business advances since 
1929. This is particularly signif- 
icant because it was accompanied 
by a large increase in overall debt 
—the increase from 1958 to 1959 
being the greatest in any year in 
the history of the country and the 
second greatest on a percentage 
basis of any peace-time year. In 
other words, large injections of 
debt resulted in only a moderate 
recovery. 

Evidence that the economy is 
running out of steam, he continues, 
is afforded by the following signs: 

1. It appears as though the 
fourth quarter of this year may 
mark the peak in this phase of cap- 
ital expenditure; it does not seem 
likely that we will witness the con- 
sistent increase in capital spending 
into 1961 which had been counted 
upon to support the economy. 

2. Inventory accumulation in 
this recovery period has already 
almost matched that in the pre- 
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vious recovery. For the second 
half of 1960 it should be nominal, 
and actual moderate inventory liq- 
uidation could be under way by 
the first half of next year. 

3. In 1961, construction may not 
be the strong contra-cyclical factor 
in limiting declines and promoting 
recoveries that it was in earlier 
post-war recessions. In spite of 
the stimulation of cheaper and 
more available money, housing 
starts and proposals have shown 
real weakness in recent months; 
the vacancy rate is the highest 
since the war; finally, there is some 
evidence that a peak has been 
reached in commercial building. 

4. Recent surveys indicate a de- 
cline in consumer spending inten- 
tions for durable goods; the con- 
sumer is well stocked. 

On the other hand, the most im- 
portant supporting factor in the 
economy appears to be the high 
level of disposable income. Be- 
cause of the cloudy outlook for 
capital goods and consumer dur- 
able goods, employment in these 
sectors of the manufacturing in- 
dustry is likely to decline. In con- 
trast, post-war experience attests 
to relative stability in the demand 
for services and nondurable goods. 
Partly because of this demand and 
also because of wage increases and 
transfer payments to the unem- 
ployed, states Economist Biggs, 
disposable income and _ personal 
consumption expenditures seem 
likely to be well maintained. And 
although easier credit and lower 
interest rates may also support 
business, there is no expectation 
that rates can be forced down to 
the 1958 level; this is because 
banks are already so fully loaned 
and because of the impetus which 
a drastic lowering of rates could 
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give the outflow of funds from this 
country. 

It is possible, asserts Mr. Biggs, 
that seasonal factors and special 
conditions in the automobile in- 
dustry may conceal or postpone 
the decline during the balance of 
this year (and 1960, itself, will be 
a year of record Gross National 
Product). However, he anticipates 
that signs of a decline in business 
will become evident not later than 
early in 1961. Unemployment next 
spring should be considerably in 
excess of the present unsatisfac- 
tory 5.5 per cent of the labor force. 
On the other hand, Gross National 
Product, in line with 1954 and 
1958 experience, seems likely to 
show only a nominal change. 

“Perhaps the outstanding devel- 
opment of the last three months,” 
declares the Bank of New York 
economist, “has been the continued 
deterioration of the international 
situation all over the world. Re- 
flecting this increasingly grave in- 
ternational position, as well as a 
disappointingly high level of un- 
employment, the platforms of the 
two major parties have given un- 
mistakable indications that a high- 
er Federal spending level is in 
prospect, no matter who wins in 
November ... While Federal ex- 
penditures seem almost sure to in- 
crease substantially over the next 
two or three years, the rise in the 
next year is likely to be limited. 
Easier money should reinforce the 
likelihood that state and_ local 
spending will continue to increase 
at the $3 or $4 billion annual rate 
of the last few years. 

“The rising unemployment and 
less favorable conditions in the 
capital and durable goods manufac- 
turing industries will appear most 
disquieting to a new administra- 


INVESTMENT AND FINANCE 


tion. Accordingly, especially in 
view of the serious international 
situation, progressively more dras- 
tic steps to support the economy 
seem likely to be urged upon the 
new Congress. We have learned 
in the past, however, that pro- 
grams of this kind take time to 
implement.” 

Rudolph L. Weissman, econo- 
mist of W. E. Hutton & Co., urges 
tax reforms that could promote 
wholesome expansionary trends in 
the national economy. The size 
of Government receipts and ex- 
penditures, he points out, pre- 
cludes their being neutral forces. 
European experience, he adds, 
proves our depreciation policies 
are outmoded and retard business 
investment and expansion. Among 
twelve countries of the Free 
World, the United States was 
eighth in average annual growth 
and tenth in investment in the last 
decade—although some allowance 
must be made for the fact that 
Japan, Germany, Netherlands and 
France started from a very low 
level. Mr. Weissman also recom- 
mends an averaging system of per- 
sonal incomes and observes that 
“the highest rates of personal in- 
come taxes seem senseless from a 
revenue standpoint.” 


Federal Reserve Bank Stock 


The Federal Reserve Act re- 
quires each member bank of the 
Federal Reserve System to sub- 
scribe to stock of its regional Fed- 
eral Reserve Bank to the extent 
of 6 per cent of the capital and 
surplus of the subscribing institu- 
tion. However, only 3 per cent is 
actually paid in, the remaining 3 
per cent being subject to the call 
of the Federal Reserve Bank. Such 
calls have never been exercised. 
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PB-16 


This stock pays a 6 per cent div- 
idend which is very attractive to 
member banks. 

Originally, all dividends of Fed- 
eral Reserve Bank stock were tax- 
free to the recipient. However, 
legislation in 1942 provided that 
dividends on all shares issued after 
March of that year would be tax- 
able. This taxability applied not 
only to member institutions which 
joined the System after that date 
but also to existing member in- 
stitutions which, as their capital 
and surplus increased subsequent 
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to 1942, were required by law to 
buy more stock. 

This year, two bills were intro- 
duced in the House of Representa- 
tives, each of which provided that 
the funds invested by commercial 
banks in stock of the Federal Re- 
serve banks be repaid. Both bills 
are alike in the sense that each 
would eliminate, from the Federal 
Reserve Act, the provision requir- 
ing ownership of stock in the Fed- 
eral Reserve banks. A bill intro- 
duced by Representative Patman 
of Texas would limit the invest- 
ment in the System to a small 
membership fee of $10. Congress- 
man Multer’s bill, while also re- 
quiring retirement of the stock, 
would freeze the proceeds of such 
redemptions in the form of de- 
posits with the Federal Reserve 
banks, in which case interest would 
be paid on these balances. 

Representative Patman’s bill 
would reimburse the banks com- 
pletely, and they would have no 
financial investment in the System. 
Although Congressman Multer’s 
bill would provide for bank reim- 
bursement, it would, at the same 
time, require the banks to carry 
a comparable deposit in the sur- 
plus funds of the Federal Reserve 
banks, but in no way connected 
with any stock investment. 

Spokesmen for the Federal Re- 
serve System advise against enact- 
ment of either of these bills. 


Insured Loans 

The U.S. Department of Agri- 
culture is calling attention to cur- 
rent investment opportunities in 
the insured loan program of the 
Farmers Home Administration. Re- 
cent changes in interest rates have 
brought renewed interest in in- 
sured loans of the agency, which 
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is an arm of the Department of 
Agriculture. The Farmers Home 
Administration is authorized to 
provide credit services under the 
Secretary of Agriculture for farm- 
ers who cannot get loans they 
need at reasonable rates and 
terms. Farm ownership and soil 
and water conservation loans are 
made from funds appropriated an- 
nually by Congress and from funds 
advanced by private lenders. 

Under the agency's program, 
banks may purchase individual 
loan notes, fully insured by the 
full faith and credit of the United 
States Government. These notes 
average $15,000 in size and carry 
a 4 per cent return to the investor, 
with a five-year optional redemp- 
tion period with an attractive re- 
newal feature. These loans may 
be located in the area served by 
the bank; participation in the pro- 
gram would enable the banker to 
be of service to agriculture in his 
community with no risk factors in- 
volved and with no servicing. 

If substantial commitments are 
desired, loans bearing 4 per cent 
interest and with a five-year re- 
demption feature may be pur- 
chased in blocks up to $2,500,000. 
For short term needs, a very sub- 
stantial block of notes bearing 3 
per cent return to the investor is 
available and can be delivered in 
any amount up to $35,000,000. 
These notes may be redeemed at 
the end of 90 days or held for an 
additional twelve-month period, 
during which time they are read- 
ily marketable. These notes are 
currently competitive in the short 
term market and have the flexible 
renewal option, a particular ad- 
vantage to most investors. The 
full Government guarantee also 
applies to these notes. 
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Lending institutions or individ- 
uals interested in investing funds 
in these guaranteed loans should 
write to the Administrator, Farm- 
ers Home Administration, Wash- 
ington 25, D. C. 


U. S. v. Soviet Union 


A comparison of the U.S. rate of 
economic growth with that of the 
Soviet Union is misleading. This 
is because the Soviet economy 
started from a very low level, in 
some measure the result of the 
devastation of World War II. Ac- 
cordingly, comments Professor 
Marcus Nadler, the Soviet’s per- 
centage of growth in the post-war 
period was bound to be higher 
than ours — particularly since this 
country materially increased its 
productive capacity during the 
conflict. 


Another distinction between our 
economy and the Soviet's is that 
ours is one of abundance, geared 
to meet the desires of the ultimate 
consumer. The Soviet economy 
differs in that it is characterized 
by shortages of consumer goods 
and devotes a large portion of the 
nation’s resources to the produc- 
tion of capital goods and defense 
industries. 


Professor Nadler, who is Con- 
sulting Economist to the Hanover 
Bank of New York, observes that 
productivity in most sectors of the 
U.S. economy is substantially high- 
er than in the Soviet Union. A glar- 
ing illustration of the Soviet’s in- 
eptness in agriculture is evidenced 
by the fact that this sector absorbs 


about half the labor force and 
output does not fully satisfy the 
country’s needs; in the U.S., less 
than one-eighth of the labor force 
produces a superabundance of 
farm products. Also, there is a 
vivid contrast between facilities in 
the two countries for housing, 
transportation and distribution, as 
well as the quality of consumer 
goods available. Nevertheless, the 
Hanover bank consultant warns 
against adopting a complacent at- 
titude toward Soviet economic 
growth. “There is always a threat,” 
he says, “from the productive ca- 
pacity of a nation whose govern- 
ment requires that the people work 
for wages that are not only sub- 
standard but cannot provide the 
competitive comforts available to 
workers in the free world.” 

The Soviet totalitarian govern- 
ment has, by mobilizing its re- 
sources and manpower, been able 
to achieve impressive results in 
specific fields of science and in- 
dustry—but only at the expense of 
the people’s living standards. 


Odds and Ends 

“Protection Patterns for Banks,” 
a reprint of three articles by Paul 
Sunderland, Supervisor of the Bus- 
iness Extension Department of the 
Hartford Accident and Indemnity 
Company, may be obtained by ad- 
dressing requests to the company 
at Hartford 15, Conn. 

The Hanover Bank of New York 
City is distributing “U. S. Eco- 
nomic Growth,” a study prepared 
by Professor Marcus Nadler of 
New York University. 





BOOKS FOR BANKERS 


CONSUMER AND COMMER- 
CIAL CREDIT MANAGE- 
MENT. By R. H. Cole and R. S. 
Hancock. Richard D. Irwin, 
Inc. Homewood, Ill. 1960. Pp. 
649. $9.00 This volume is of 
interest to bankers for at least 
two reasons. First, a practical 
approach exemplifies its utility 
to executives vested with the 
responsibilities of credit and col- 
lection activities. Second, al- 
most one-third of the content is 
devoted to an excellent discus- 
sion of the management and an- 
alysis of commercial credit. Also 
included are chapters on inter- 
pretation of financial statements, 
decision-making in commercial 
credit transactions, and measure- 
ment of the efficiency of credit 
decisions. 

Analysis and decision-making 
are emphasized in this effective 
guide to modern credit and col- 
lection techniques. Coverage of 
contemporary developments ac- 
centuates the timeliness of the 
text. 


MONETARY DECISIONS OF 
THE SUPREME COURT. By 
G. T. Dunne. Rutgers Univ. 
Press. New Brunswick, N. J. 


1960. Pp. 108. $4.50 Political 
control of monetary institutions 
was not specifically provided for 
by the founding fathers of this 
republic. However, as the auth- 
or observes, their constitutional 
silence made it possible for such 
control to develop. 

Mr. Dunne, who is counsel to 
the Federal Reserve Bank of St. 
Louis, traces judicial validations 
which have increased the mone- 
tary power of Congress from rel- 
ative insignificance to suprem- 
acy. Case-by-case treatment of 
relevant decisions of the Supreme 
Court shows how congressional 
authority has become final and 
almost absolute. Main areas of 
conflict are examined; the fric- 
tion between national power and 
state authority; the problems a- 
rising from the competing de- 
mands of public control and in- 
dividual freedom in the use of 
money. 

This is the first volume in the 
new Rutgers University Press 
series on books on banking which 
have been developed in the 
Stonier Graduate School of 
Banking. The series is expected 
to become a significant library 
of materials on modern banking. 








